INVESTMENT IN HOTELS AND CATERING 



CORRECTION 



Page 28. For Table 9, substitute the following: 



Table 9 General example of effect of profit build up 




Year 1 


Year 2 


Year3 




£ 


£ and after , £ 


Case 1 Profits/(losses) 


(10,000) 


5,000 


25,000 


Case 2 Profits 


25,000 


25,000 


25,000 



Evaluation in conventional terms: 

Case 1 : Development cost to end of year 2: £ 

Initial cost £ 250,000 

Two years cost of capital at 10% 50,000 

Net aggregate loss for two years 5,000 

55,000 



Total 



305,000 



Case 1 : Return on capital — year 3 8 -2 % 

Case 2: Return on capital — year 3 10-0% 

Evaluation in discounted cash flow (DCF) terms: 

Assuming the profit (loss) figures above were cash 
flows instead of profits — 

Case 1 : DCF rate of return, assuming a 25 years life 6 -7% 

Case 2: DCF rate of return, assuming a 25 years life 8 -8% 



It will be seen that, in the case of a conventional calculation of the rate of 
return on total capital investment, the difference between the cases is a 
reduction of 1 -8 per cent from 10 -0 per cent. Using the same figures as cash 
flows, the difference between the cases is a reduction of 2 T per cent from 8 -8 
per cent. 

National Economic Development Office 
February 1968 

LONDON: HER MAJESTY’S STATIONERY OFFICE 

• I” ’ ’ ' ' 
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1 Introduction 



The Hotel and Catering edc was set up in June 1966 with the following terms of 
reference: 

Within the context of the work of the National Economic Development 
Council (nedc) and in accordance with such working arrangements as may be 
determined from time to time between the Council and the Committee to : 

(i) Examine the economic performance, prospects and plans of the industry, and 
assess from time to time the industry’s progress in its relation to the national 
growth objectives, and provide information and forecasts to the nedc on these 
matters ; 

(ii) Consider ways of improving the industry’s economic performance, com- 
petitive power and efficiency and formulate reports and recommendations on 
these matters as appropriate. 

These terms of reference are common to all 21 edcs. As with other commit- 
tees the membership of the Hotel and Catering edc includes representatives of 
management, unions, the nedo and the Government sponsor departments. The 
edc also has one independent member. The membership of the edc and its 
working groups is set out in full as an appendix to this booklet. 

We were aware from the outset that we would be handicapped in carrying out 
our work by a lack of information. Unlike manufacturing industries, and to a 
lesser extent some other service industries, there is no reliable and accurate 
information on hotel and catering industry capacity and demand or on capital 
investment and turnover. Without such information all attempts to forecast the 
future are hazardous. We formed the view that it would be far from easy to 
‘assess ... the industry’s progress in relation to the national growth objectives’ 
as required by our terms of reference. 

The background to our initial consideration of these matters was one of 
economic and financial difficulty for the industry. In January 1966 the Govern- 
ment introduced the investment incentive scheme. Investment grants, which 
largely replaced investment allowances, were not made available to service 
industries including the hotel and catering industry. 

The effect of this was to deprive hotel firms of a tax concession which had 
been worth to them roughly 13 per cent of the cost of their investments in 
interior assets. In September 1966, the Government introduced the selective 
employment tax which is payable by all industries and which is, until 1 April 
1968, rebated with a premium to firms engaged in manufacturing activity. The 
consequence of set to hotel firms may be estimated as an increase of some 
34-44 per cent on their total operating costs. 

The impact of these measures on the profits of firms in the industry and on 
returns on capital investment has been severe. The consequent difficulties 
experienced by the industry were further aggravated by the deflationary measures 
introduced by the Government in Jnty 1966 to deal with Britain’s balance of 
payments problem. The main'effect of the ‘freeze’ has been to slow down the 
growth of personal disposable income on which the growth of expenditure on 
hotel and catering services is Substantially dependent. The deflationary measures 
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introduced by the Government following the devaluation of the pound in 
November 1967 are likely to restrain still further the growth of discretionary 
disposable income. The main effect of successive ‘squeezes’ has been to restrict 
the availability of loan capital for hotel development and to increase interest 
rates. These fiscal changes have tended to re-inforce the widely held belief by 
managements in the industry that the Government holds an unfavourable view 
of the industry’s contribution to the economy as a whole: it has long been an 
industry grievance that hotels have never been eligible for the industrial buildings 
allowance and that purchase tax is payable by hotel and catering firms on a 
number of basic items of equipment and furnishings. 

We are concerned that the Government’s broad policy of discriminating in 
favour of assistance to employment and investment in manufacturing to the 
exclusion of the service trades would in its effect on hotel and catering activities 
— and in particular on the rate of investment — inhibit the industry from making 
its full contribution to other national economic objectives. We are aware, for 
example, that the best available current estimates of accommodation capacity 
point to a shortage of accommodation in some parts of Britain mainly during the 
season, but in a few places at other times of the year, and these shortages are 
likely to become progressively more acute in some areas. 

We decided at the outset on two lines of action. First, we commissioned 
studies of our own to obtain information on accommodation capacity and on 
investment; and, secondly, in the light of the information obtained from these 
studies we decided to set out our views on the contribution of the industry to 
the economy. 
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2 The views of the Hotel and 
Catering EDC on hotel 
and catering development 



The economic contribution of the hotel and catering industry 



We examine the economic contribution of the hotel and catering industry under 
three main headings. 

The balance of payments 

The hotel and catering industry is an important source of foreign currency 
earnings. Directly the industry earns foreign currency by accommodating over- 
seas visitors to Britain and indirectly it saves foreign currency by accommo- 
dating British people who might otherwise spend their money on holidays 
abroad. A breakdown of expenditure by overseas visitors in Britain in 1966 
indicates the importance of the direct contribution of the industry to tourism. 
Expenditure on accommodation and catering (£110m) is the largest item in the 
total tourists’ expenditure in the country (£219m in total). We are unable to 
quantify the indirect savings to the balance of payments that might be made 
were the British hotel industry able to modernise its facilities at a faster rate 
and at competitive prices in locations already favoured by British holiday- 
makers or which might become popular. However, the edc has no doubt that 
savings can be made and that they might well be substantial. 

Travel has become one of the fastest growing elements in the world’s invisible 
money transactions which in recent years have been expanding at a faster rate 
than visible trade transactions. Of four broad categories analysed by the 
International Monetary Fund it was the fastest growing between 1952-1964 
quadrupling in that period. The share of travel in the world’s invisible trans- 
actions grew from 14 per cent to 21 per cent over this period. Britain has shared 
in this expansion but the rate at which our earnings have increased has been 
slower than that of some of our principal competitors. 

We have examined the contribution of the hotel and catering industry to 
increasing these eammgs. A survey of the accommodation and catering require- 
ments of overseas visitors undertaken by the edc in 1966 examined the various 
reasons that influence people abroad in choosing to spend their holidays in this 
country. In this study 47 per cent of the overseas travel agents interviewed stated 
that hotel accommodation was regarded as the most important factor in 
determining the holiday destination of their customers. The adequacy of 
accommodation was significantly more important than any other single deter- 
mining factor. The Visitors to Britain study concluded that shortage of accom- 
modation was the main impediment to increased bookings of visits to Britain 
by foreign travel agents. 

Further evidence that shortages of accommodation of the required standard — 
and at the required time in the required place — are limiting the growth of 
visitor traffic, is provided by an accommodation market survey of Edinburgh 
commissioned by the Scottish Tourist Board. The survey concludes that the 
estimated number of bed nights spent in hotels, guest houses and board 
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residences in Edinburgh will increase from 2-037m in 1966 to 3-015m in 1981, 
that the bulk of the increase will be for overseas visitors in the peak season, and 
that critical shortages of supply will develop in rooms with private bath or 
shower and in accommodation suitable for coach tour parties. 

Regional economic development 

The hotel and catering industry has a role to perform in the economic develop- 
ment of the regions. First, this is because there is considerable potential for the 
development of tourism in economically depressed areas of the country. While 
the officially designated Development Areas do not coincide exactly with 
‘tourist development regions’ almost all Development Areas have significant 
tourist potential. Secondly, the provision of modem hotel facilities in Develop- 
ment Areas can be looked upon as a necessary part of the infrastructure needed 
to sustain economic development. 

In May 1967, in commenting upon the Government’s proposal for a regional 
employment premium, we welcomed in general the Government’s economic 
objective of a higher rate of growth and greater utilisation of resources in the 
Development Areas and went on to state our belief that the key to promoting a 
high level of economic activity in many areas lay in stimulating investment in 
service industries and, in particular, in the tourist trades. We believe that the 
development of hotels and catering in the Development Areas can play a part 
in stimulating economic activity and that consideration should be given bv the 
Government to assisting the industry to play its full part. 

The business life of the community 

The industry provides an essential service to the business life of the community. 
We have already argued that in the Development Areas the creation of new 
facilities would be economically advantageous. This argument is based on the 
belief that good hotels are as essential to the conduct of business as are good 
transport and communications. Apart from this general consideration it is 
sometimes forgotten that about 20 per cent of all visitors to Britain come on 
business. 

Summary of the EDCs views on the industry's economic contribution 
In summary, we believe that the hotel and catering industry has an important 
contribution to make to the economy as a whole, and that action by the Govern- 
ment and the industry to realise in full the industry’s potential would be in the 
national economic interest. 



Profitability of investment and the availability of capital 



In interpreting the results of the study by Cooper Brothers & Co on the profit- 
ability of new hotel and catering investment, we took the following matters into 
consideration: 

‘he sample 

Ve recognised at the outset of the study that it would not be possible to obtain 
^formation from a representative sample of firms and that the selection of 
‘typical’ new investment projects would present difficulties. The final sample of 
companies that provided detailed information for the study comprised 17 
companies engaged in hotel and motel activities and five companies operating 
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large scale catering establishments. Although the number of firms participating 
in the study was small, it has been estimated that these companies were res- 
ponsible for almost one third of the estimated growth in capacity of British 
hotels in the period 1956-1966. We believe, therefore, that the sample of 
companies, while not strictly representative of the industry as a whole, produces 
information about the attitudes of firms to investment and planning that is 
typical of those firms involved in hotel development. However, the sample of 
catering firms is too small to permit specific conclusions to be drawn on a 
number of matters. Nevertheless, the information obtained from these firms is 
of interest; in particular, it helps to highlight some differences between invest- 
ment in hotels and in catering establishments. 

The evidence 

The information obtained by Cooper Brothers & Co and reproduced in their 
report falls into two main categories : 

(i) detailed financial information based on 56 hotel and 1 1 catering projects ; 

(ii) information about the attitudes of companies and financial institutions to 
past and future investment plans. 

Factual information about projects is more reliable than assessments of 
attitudes and the gathering of opinion. The project information provided in the 
report is, in a true sense, a unique contribution to an understanding of recent 
investment in the industry. However, the information provided on the attitudes 
of companies and financial institutions to investment plans is valuable because 
of the insight it provides to company reactions to the economic and financial 
factors that affect investment decisions. Some of the opinions expressed in the 
report may be familiar to readers: they are significant because they can be said 
to represent a cross section of informed opinion on investment in the industry 
and because hotel firms take these opinions into account when making invest- 
ment decisions. 

The rate of return on new investment 

The report provides broad confirmation of the views held widely in the industry 
on the low rate of return on new capital investment. It concludes that: 

(i) The majority of projects outside London in the sample revealed rates of 
return on capital, if inflation was ignored, which made only a marginal contri- 
bution, if any, over what appeared to be the current market rate of interest on 
the capital employed ; 

(ii) capital investment in London has been generally more profitable than in 
other parts of the country; 

(iii) within the 51s to 75s price range new projects gave low returns on capital; 

(iv) investment in resorts produced the lowest rates of return on capital. 

The report found that the investment projects in country hotels in the sample 
had higher returns than all other types of investment project examined except 
London hotels. Investment in country hotel extensions was particularly profit- 
able. However, the average rate of return given in the report for country projects 
is high because hotels extensions are more profitable than new hotel projects : 
nine of the ten projects examined were for extensions and no new country hotel 
project was included in the sample. This may be contrasted with the London 
projects in the sample; four out of seven projects were for new hotels and no 
hotel extensions were included. 

We believe that care should be taken in the use of median rates of return on 
capital. Median rates conceal wide variations in return on types of investment 
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and between investment in different parts of the country. The reader should also 
bear in mind that the rates quoted in the report are historical and should not be 
assumed to be the rates currently earned on new investment. In interpreting the 
median rates of return shown in Tables 13-16 (pages 44 to 45) of the report the 
reader would bear in mind that the projects on which these rates were based 
cover a period of ten years. Government fiscal and tax policies have changed 
greatly over this period. In particular it is important to realise that some of the 
older projects included in the sample qualified for investment allowances. 
Cooper Brothers & Co have calculated rates of return with and without invest- 
ment allowances to illustrate the point. It may also be argued that the 25 year 
base on which the discounted cash flow rates are computed is conservative. The 
asset lives used for interior assets were those given by the companies in the 
company or estimated by Cooper Brothers & Co. In general, the life of interior 
assets were of less than 25 years. This shorter asset life is realistic because, in 
our belief, the rate of obsolescence is increasing. 

Adequacy of the rate of return 

Cooper Brothers & Co in their report state that the target rate of return for 
individual projects must be determined by an assessment of all the relevant 
factors in each case and that it would be wrong to use a common target rate of 
return for each and every project. This view is based on the fact that the circum- 
stances surrounding individual projects and the risks involved vary. Cooper 
Brothers & Co state their belief that the target rates of return on individual 
hotel projects should be higher than the average rates achieved by manufacturing 
industry overall. 

We agree with these conclusions and believe that the report tends to under- 
state to some extent their significance. The investment opportunity costs of 
some companies involved in hotel and catering are greater than stated in the 
report; and there is some evidence, not drawn upon for this report, that firms 
are diversifying their investment away from hotel construction into more profit 
able alternatives. 

Availability of capital 

The report concludes that general difficulties associated with financing develop- 
ment in the hotel industry constitute a main factor inhibiting investment at the 
present moment. Difficulties identified are: 

(i) hotels are regarded as a poor security to a lender because: 

(а) hotels are purpose-built buildings with little immediate alternative use; 

(б) there is a widely held belief that both the short and long term profitability 
of hotels is suspect. 

(ii) It follows from this attitude that: 

(a) loans for hotel development are usually restricted to 50 per cent of the 
assessed value of the security leaving a requirement on the borrower to raise 
the remaining amount needed from his own resources; 

(, b ) lenders are inclined to look for additional security for loans for hotel 
development which hoteliers have difficulty in providing. 

(iii) there is a shortage of lending agencies prepared to advance money over the 
required long term period; 

(iv) bridging finance is often required by borrowers during construction of new 
hotel accommodation before any mortgageable assets exist; 

(v) companies financing development by mortgage debentures tend to exhaust 
their chargeable securities. 
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The report concludes that finding available finance at an acceptable rate of 
interest is a major problem both: 

to the larger companies in the sample with a past record of development 
which had utilised all their chargeable hotels as security; and, 
to specialist hotel companies which had to seek specific mortgaging and bridging 
finance. 

We accept these conclusions. We are strengthened in our belief by a study we 
carried out in 1966 of government assistance to hotel and catering industries in 
other countries. The study shows that most foreign governments have recognised 
the need to provide special loan assistance for hotel development and have 
devised ways of doing so. 



Need for further incentive to invest 



The findings of the report by Cooper Brothers & Co on hotel investment serve 
to reinforce our conclusion that the industry will not realise its potential contri- 
bution, either to foreign currency earnings or to regional development, unless 
it is given a greater incentive to invest in hotel development. The report clearly 
demonstrates that the high capital cost of making an investment, both of 
construction and borrowing, is a main cause of the low profitability of invest- 
ment. 

We believe the right solution to the difficulties revealed by the report would 
be for the Government to help in reducing the cost of capital employed in new 
hotel development. Before reaching this conclusion we considered whether 
firms themselves could reduce capital costs by action to reduce the building 
costs of new hotels for we are aware that some firms in the industry have had 
some success in recent years in reducing these costs. We conclude that, while 
there may well be scope for further reductions in hotel building costs, it could 
not be expected that these reductions would significantly affect rates of return 
on capital investment in the near future. 

Some proposed solutions 

We considered a number of alternative ways in which incentives to invest might 
be provided by the Government. 

Selective assistance 

It is theoretically attractive to discriminate in investment assistance between 
types of development. For example, the present Board of Trade Loan Scheme 
requires applicants for loans to demonstrate that new projects will accommodate 
substantial numbers of overseas visitors; we are also aware that the Govern- 
ment is anxious to concentrate investment assistance in the Development Areas. 

We therefore gave some thought to the possibilities of selective assistance. 
We formed the view that in practice it would be immensely difficult to dis- 
criminate in favour of hotel development by type of potential business or by 
location. While most new hotels offering modem facilities would be likely to 
attract overseas visitors, those in sea-side and inland resorts would be less likely 
to do so. Yet it is to the resort hotels that we must look to keep in check the 
upward trend in the number of British residents holidaying abroad. Resort 
hotels have an important ‘import saving’ role. Many of the resort hotels would 
also be excluded from benefit if selective assistance were confined to the Develop- 

7 



Printed image digitised by the University of Southampton Library Digitisation Unit 



ment Areas. But, more important, selective assistance would also exclude 
London, which at present is short of accommodation and where a large pro- 
portion of the increase in overseas visitor demand will be located, as well as 
other important centres such as Edinburgh. 

Low interest rates 

The cost of capital employed in hotel development would also be reduced if the 
government were to offer loans at rates of interest below the Treasury Borrow- 
ing rate, and thus substantially below the market rate, as part of a revised 
Board of Trade Hotel Loan Scheme. But this is not a prescription that the 
Government has adopted elsewhere. Moreover, any significant reduction in the 
rate of interest charged would fundamentally alter the purpose and scope of the 
Hotel Loan Scheme. 

Extending to hotels the investment assistance given at present to industrial 
establishments 

It can be argued that returns on hotel investment are low because the taxation 
system discriminates against hotel development. We examined the effect of the 
rate of return on investment if the assistance at present given to industrial 
establishments were extended to hotels. This solution would involve: 

(a) extending industrial building allowances to hotel buildings; 

( b ) extending investment grants to hotel equipment and furniture; 

(c) extending the provisions of Development Area legislation in full to hotels. 
The implementation of these measures would materially increase the rate of 

return on capital employed. 



The E D C recommendations 



We are strongly of the opinion that the right solution is to extend to hotels the 
assistance given to industrial establishments. We have made recommendations 
o the Government accordingly. 

The implementation of these tax changes should go far towards increasing the 
confidence of individual firms in new investment and would enable them to 
finance a higher proportion of their capital requirements from cash flow. It 
would help also to modify the attitude of lenders to financing investment in 
hotels. But difficulties would remain in meeting the heavy initial capital cost of 
development, and, in particular, the problem of providing adequate security for 
loans during the building of new hotel project and during the early period of its 
operation. 

We have therefore also recommended to the Board of Trade that their Hotel 
Loan Scheme be continued and modified by: 

(i) doing away with the overseas visitors’ earnings requirement: 

(ii) extending the period of repayment of the loan to a maximum of 20 or 25 
years; 

(iii) providing a moratorium on capital repayment during the first three years of 
operation of the hotel; 

(iv) providing a similar three-year moratorium on the payment of interest on the 
loan; 

(v) increasing the maximum amount of loan to 65-70 per cent of capital cost. 
There could be scope in items (ii) to (iv) for differentiation between new hotel 

projects on the one hand and extension and modernisation on the other. 
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Alternatively to the Hotel Loan Scheme, and as a minimum provision, we 
would see merit in a Government credit guarantee system somewhat after the 
pattern of the scheme operated in Switzerland. This would involve finance 
houses, including the Industrial and Commercial Finance Corporation, handling 
applications for loans in the first place on the basis of their present commercial 
criteria and of appropriate safeguards. The Government would then provide an 
additional guarantee to the lending agencies, so as to enable them to advance a 
higher proportion of the capital costs of projects, and repayment terms over a 
longer period, than they would otherwise be justified in doing. 

We believe that if our recommendations are adopted the industry will have 
confidence in the profitability of future capital investment and that the necessary 
loan finance will be made available. Since modern new hotels are purpose built, 
and often take several years to progress from the planning stage to full operation, 
we believe that there is a need for rapid decision by the Government if accom- 
modation shortages are to be made good. 



D 
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3 Investment study 

Report by Cooper Brothers & Co. 



Introduction 



Terms of reference 

In accordance with the letter from the National Economic Development Office, 
dated 31 January, 1967, and the subsequent correspondence between that Office 
and ourselves, we have undertaken a study into investment in the hotel and 
catering industry. The terms of reference of this study were agreed as follows: 

(i) to provide information on the considerations taken into account by selected 
firms in making “typical” new capital investment decisions, that is, new hotels 
or catering establishments, substantial extensions and substantial modernisation 
of existing premises; 

(ii) to examine for new development projects undertaken by these firms : 

(a) how these investments were financed; 

(b) to what extent their timing or scale was affected by a shortage of investment 
capital or the estimated rate of return on the investments; and 

(c) the return on capital actually achieved and if different from that originally 
estimated, why this was so; 

(iii) to establish the most common reasons for abandoning or modifying 
projects planned ; 

(iv) to identify and, where possible, assess the effects of the changes in 1966 in 
government financial policy, (for example, withdrawal of investment allowances, 
selective employment tax) on the investment plans of the firms; 

(v) to examine the budgetary and financial control of new investment projects 
by the firms; 

(vi) to examine the attitudes of financial institutions to capital proposals from 
hotel and catering firms; 

(vii) on the basis of the information obtained, identify financial obstacles to 
growth. 

It was agreed that the study was to cover hotels and large-scale catering 
establishments; holiday camps, boarding houses, public houses and individual 
restaurants were not included. 

Procedure and method of work 

The procedure for and method of conducting the study were agreed by us with 
the National Economic Development Office. In outline, the study was conducted 
in three phases as follows: 

Phase 1 Exploratory 

In this phase, background information on the industry and its problems was 
collected in a series of visits to senior members of the industry and members of 
10 
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other organisations whom we felt would be able to give us guidance and in- 
formation. On the basis of this and with further assistance from members of the 
industry, we designed questionnaires to collect the information required in a 
form suitable for the methods of analysis planned to be used. Names of 
companies to be approached with a view to seeking their co-operation in the- 
study and from which the sample was to be drawn were suggested by members, 
of the Economic and Finance Working Group during a meeting on 5th May. 

Phase 2 Investigation 

The companies selected for the sample were approached by nedo. Considerable 
difficulty was experienced in obtaining replies from a number of companies. 
When the replies were finally received three companies declined to co-operate 
in the study. All the remaining companies were visited by our consultants and 
a preliminary questionnaire covering general attitudes towards investment, 
procedures employed and methods of financing was completed during this visit. 
In addition, the questionnaire forms for individual projects were explained in 
detail and projects were selected. At this stage five further companies stated that 
they were unable to complete detailed questionnaires due principally to a lack 
of staff available for this work and their inability to obtain information on past 
events. Of the remaining companies, two did not have investment projects 
suitable for inclusion in the sample. As a result three further companies were 
invited and agreed to participate in the study. During this phase, a number of 
financial institutions were visited in order to study their attitudes towards and 
experience of investment proposals put forward by hotel and catering organis- 
ations. 

Phase 3 Summary and analysis 

The third phase consisted of the collection of the project questionnaires from 
companies and the analysis of the information provided. A program was written 
by us to enable a part of this analysis to be undertaken on a computer. Follow 
up visits were then made to companies where necessary to discuss the informa- 
tion supplied. 

Sample of hotels 

Size 

The final sample of companies that provided information for the study comprised- 
seventeen engaged in hotel and motel activities. The size of the sample was 
determined by the amount of consultants’ time (sixteen man-weeks) to which 
this study was originally limited, although it was appreciated by both nedo and 
■ us that the results from so small a sample might well be inconclusive. 

The proportion of total hotel development within the United Kingdom ac- 
counted for by the companies providing detailed projects for the sample can be 
gauged from the following table. 



Table 1 Estimated growth in capacity of British hotels (excluding boarding- 
houses) in total as compared with that accounted for by the companies 
in the sample/ 


Number of beds added 1956 / 66 


Number 


% 


Total* 


26,500 


100 


Sample companies 


7,640 


29 


* Source: British Travel Association 
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Composition . . . , . 

For hotels, the sample covered large, medium and small organisations including 
two individual operators. It was appreciated at the outset that a sample of the 
size involved might be biased, insofar as the number of hotels and projects 
were concerned, towards the experience and views of those organisations which 
individually owned and operated a large number of hotels. Consideration was 
given to the use of a simplified questionnaire as a means of obtaining informa- 
tion from a large number of smaller organisations. The Economic and Finance 
Working Group examined this proposal but decided that it was likely that such 
a questionnaire circulated widely to smaller operators would produce only a 
very small response which would tend to be biased in favour of the more success- 
ful and progressive. 

It was decided that the best method of covering the smaller operators was to 
include a number of small hoteliers as part of the sample. Infoimation on the 
attitude of financial institutions towards the smaller organisations would be 
gathered from our sample of financial institutions. Furthermore, it was agreed 
with the working group that it was the results of individual projects, rather than 
the results of companies, that would provide the information required to answer 
the terms of reference. In selecting the projects studied, therefore, every effort 
was made to obtain a wide distribution by size, price and location of individual 
projects. 



Type of investment project 

In addition to the information obtained from the preliminary questionnaire, 
details of 56 individual hotel investment projects were ultimately obtained from 
the companies included in the sample, although the original plans had envisaged 
only approximately thirty being studied. These projects were distributed as 
in Table 2. 



None of the new projects and extensions was started more than seven years 
ago and none of the modernisation projects was started more than ten years 
ago. Within this range, the projects included: 

(i) older projects giving a clear pattern of the return on capital achieved; 

(ii) more recent projects still within the post-opening period of development; 

(iii) projects recently opened or still in the course of construction from which 
a picture of current conditions could be obtained; 

(iv) projects recently abandoned or postponed. 



In addition to the hotels selected for the detailed project analysis, brief outline 
information was collected on the trading results of a number of hotels where no 
major development work had been undertaken. This information was collected 
in order to provide guidelines as to the variations in profitability of different 
types of establishment over recent years. Hotels which had been neglected or 
which were considered untypical for some other reason were excluded. Alto- 
gether a further 64 hotels were included in this part of the study. 
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Table 2 Hotel investment projects 








Rejected 




New 






& postponed 




hotels 


Extensions 


Modernisations projects 


Total 


SIZE OF HOTEL 










Up to 75 beds — 


15 


5 


2 


22 


76 to 150 beds 9 


7 


— 


1 


17 


151 to 300 beds 6 


1 


2 


4 


13 


over 301 beds 2 


— 


1 


1 


4 


Total 17 


23 


8 


8 


56 


MINIMUM PRICE 










Up to 40s — 


8 


— 


1 


9 


41s to 50s 1 


10 


5 


1 


17 


51s to 75s 6 


5 


3 


2 


16 


76s to 100s 6 


— 


— 


3 


9 


over 101s 4 


— 


— 


1 


5 


Total 17 


23 


8 


8 


56 


LOCATION 










Resort 1 


2 


1 


— 


4 


Country — 


9 


1 


— 


10 


Large provincial 










towns 5 


3 


1 


4 


13 


Other provincial 










towns 7 


9 


3 


3 


22 


London 4 


— 


2 


1 


7 


Total 17 


23 


8 


8 


56 


Note: Definitions of terms used in the study are given in Appendix B. 


Sample of large scale catering establishments 






General conditions of investment in 


the catering industry and the procedures 


employed were discussed with five companies involved 


in operating large scale 


catering establishments. Three companies provided sample projects, 


of which 


eleven were studied in detail. 








Type of project 










The following table sets out the main features of the projects. 




Table 3 Catering projects 




New 




Expected 






establishment 


Modernisations closure 


Total 


TYPE 










Chain restaurant 


3 


3 


1 


7 


Chain snack bar 


4 


— 


— 


4 


Total 


7 


3 


i 


11 


LOCATION 










London 


3 


3 


i 


7 


Provinces and suburbs 


4 


— 


— 


4 


Total 


7 


3 


i 


11 



13 
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inability of a new project to fo g which the loan is re- 
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quired and the general unw^ngnes in some fonn or 
the security of hotel property. ’ be en in operation long enough 

another is required for ^ often has to be secured on some 
to produce a steady profit. Thi i 8 & devd a hote l project to the stage of 

S0 ^“ftropinion ^rluLugh te'low rates of return achieved are 
partly responsible, the current high interest rates on loans are also a major 
factor in creating this lack of incentive to invest. 



Wr^abteTr^enr 0 n1he adequacy of the market assessments ; carried 
out as a preliminary to a hotel investment appraisal as it appeared that the 
thoroughness with which they were made varied widely, often for apparently 
good reasons. Nevertheless, we consider that a greater understanding of the 
determinants of demand in general, augmented by more detailed information 
about the demand for and supply of hotel accommodation in the most im- 
portant areas of the country, would assist in these assessments. 

We have found that the most commonly used techniques for evaluation ar 
the third year return on original capital and variations on this. We consider, 
however, that these techniques are generally not sophisticated enough to take 
proper account of the various factors that characterise hotel investment projects. 

We recommend, therefore, that discounted cash flow techniques should be 
more widely used for project evaluation and planning purposes. 

We endorse the apparent widespread use of frequent short term control 
reports. We consider that the wider use of budgetary control techniques should 
be encouraged. 



Investment in large scale catering establishments 

General conclusions 

We consider that the limited size of our sample and the nature of our findings 
prevents us from drawing any detailed or firm conclusions concerning invest- 
ment in large scale catering establishments. Nevertheless, we consider that the 
success of large scale catering establishments is dependent more upon the skill 
of management in assessing the market, choosing the site, reacting rapidly to 
changes in the market and operating the establishment, than on any other one 
single factor. 
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Investment planning and control 

Companies in our sample varied widely in their use of budgetary and financial 
control techniques, although the regular reporting of actual operating results 
appeared to be extensively used. 

We recognise that the evaluation of investment projects in large scale catering 
establishments is a difiicult problem in view of the uncertain markets and lives 
of the assets employed. Nevertheless, we consider that the use of discounted 
cash flow techniques in assessing the payback period and rate of return expected 
on investment projects should be encouraged. 



Characteristics of investment 



Hotels 

Introduction 

Hotels have features, which, whilst not being individually either unique or 
unusual, are collectively of fundamental importance when considering invest- 
ment in’ the industry. For this reason, and although these are well recognised 
by persons involved in the industry, we consider that they constitute an essential 
background which warrants their consideration in this section before discussing 
the results of our study. In addition, this section also contains a brief description 
of the trends in past hotel investment and of the nature of the demand for hotel 
accommodation. 

Throughout this section of the report, a model has been employed to demon- 
strate various characteristics of hotel investment. The detailed assumptions 
forming the basis of this model hotel are shown in Appendix A. In outline, the 
model represents a 100 bedroomed hotel assumed to be built in a favourable 
provincial location with a nightly room rate of £3 for a single room and £4 for 
a double room. To demonstrate the effects of different conditions, the model 
has been calculated (as shown in Appendix A) at three different market response 
levels to represent optimistic, most probable and pessimistic forecasts, although 
only the most probable results have been employed in the illustrations in this 
section. 

The illustrations used demonstrate two alternative methods of financing, 
first, assuming freehold ownership of the land and, second, assuming a lease at 
9 per cent of the cost of the land and the building shell (to represent a sale and 
lease back arrangement at current rates with a deferred rent review clause). 

This example of a new hotel project has been chosen as being representative 
of the type of hotel that might be built under current conditions. Whilst the 
actual figures derived would naturally have been different if a different model 
had been used, we believe that this model demonstrates effectively the principles 
it is designed to illustrate. 

The dual nature of the investment 

A hotel can be considered as two distinct investments, namely: 

(i) the investment in the land and building; 

(ii) the investment in the interior assets of the hotel. 

This distinction is apparent when the building shell, especially if part of some 
larger development, is separately owned and is then leased on a rental basis to 
the hotelier. The distinction is also implicitly recognised by many of the larger 
hotel organisations which adopt systems of internal rentals for their wholly 
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wav companies with a slow development programme do not experience the 
difficulty in finding finance compared with that experienced by companies with 

Pl ?he f princ^Tartors°that cause the difficulties in obtaining finance are the 
inabilit? of a new project to form the basis of a good security for a substant.al 
loan until the hotel is established, the length of time for which the loan is re- 
quired and the general unwillingness of financial institutions to make loans on 
the security of hotel property. Normally, bridging finance in some form or 
another is required for a new project until it has been in operation long enough 
to produce a steady profit. This bridging finance often has to be secured on some 
other assets. The long period required to develop a hotel project to th^tage of 
operating at a profitable level means that the pace of development is limited by 
the security available to provide finance for the bridging period. 

The current high cost of borrowing capital The cost of obtaining money to 
finance investment need not in itself be a limiting factor on the rate of investment 
if the rate of return achieved by using that money provides a large-enough 
margin over the cost of obtaining it. However, in the case of the hotel invest- 
ment projects which we have studied, we consider that the margin between the 
rate of return earned and the market rate of borrowing the money is generally 
so small that there is little incentive to invest. 

We are of the opinion that, although the low rates of return achieved are 
partly responsible, the current high interest rates on loans are also a major 
factor in creating this lack of incentive to invest. 



Investment Planning and Control 

We are unable to comment on the adequacy of the market assessments carried 
out as a preliminary to a hotel investment appraisal as it appeared that the 
thoroughness with which they were made varied widely, often for apparently 
good reasons. Nevertheless, we consider that a greater understanding of the 
determinants of demand in general, augmented by more detailed information 
about the demand for and supply of hotel accommodation in the most im- 
portant areas of the country, would assist in these assessments. 

We have found that the most commonly used techniques for evaluation are 
the third year return on original capital and variations on this. We consider, 
however, that these techniques are generally not sophisticated enough to take 
proper account of the various factors that characterise hotel investment projects. 

We recommend, therefore, that discounted cash flow techniques should be 
more widely used for project evaluation and planning purposes. 

We endorse the apparent widespread use of frequent short term control 
reports. We consider that the wider use of budgetary control techniques should 
be encouraged. 

Investment in large scale catering establishments 

General conclusions 

We consider that the limited size of our sample and the nature of our findings 
prevents us from drawing any detailed or firm conclusions concerning invest- 
ment in large scale catering establishments. Nevertheless, we consider that the 
success of large scale catering establishments is dependent more upon the skill 
of management in assessing the market, choosing the site, reacting rapidly to 
changes in the market and operating the establishment, than on any other one 
single factor. 
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Investment planning and control 

Companies in our sample varied widely in their use of budgetary and financial 
control techniques, although the regular reporting of actual operating results 
appeared to be extensively used. 

We recognise that the evaluation of investment projects in large scale catering 
establishments is a difficult problem in view of the uncertain markets and lives 
of the assets employed. Nevertheless, we consider that the use of discounted 
cash flow techniques in assessing the payback period and rate of return expected 
on investment projects should be encouraged. 



Characteristics of investment 



Hotels 

Introduction 

Hotels have features, which, whilst not being individually either unique or 
unusual, are collectively of fundamental importance when considering invest- 
ment in the industry. For this reason, and although these are well recognised 
by persons involved in the industry, we consider that they constitute an essential 
background which warrants their consideration in this section before discussing 
the results of our study. In addition, this section also contains a brief description 
of the trends in past hotel investment and of the nature of the demand for hotel 
accommodation. 

Throughout this section of the report, a model has been employed to demon- 
strate various characteristics of hotel investment. The detailed assumptions 
forming the basis of this model hotel are shown in Appendix A. In outline, the 
model represents a 100 bedroomed hotel assumed to be built in a favourable 
provincial location with a nightly room rate of £3 for a single room and £4 for 
a double room. To demonstrate the effects of different conditions, the model 
has been calculated (as shown in Appendix A) at three different market response 
levels to represent optimistic, most probable and pessimistic forecasts, although 
only the most probable results have been employed in the illustrations in this 
section. 

The illustrations used demonstrate two alternative methods of financing, 
first, assuming freehold ownership of the land and, second, assuming a lease at 
9 per cent of the cost of the land and the building shell (to represent a sale and 
lease back arrangement at current rates with a deferred rent review clause). 

This example of a new hotel project has been chosen as being representative 
of the type of hotel that might be built under current conditions. Whilst the 
actual figures derived would naturally have been different if a different model 
had been used, we believe that this model demonstrates effectively the principles 
it is designed to illustrate. 

The dual nature of the investment 

A hotel can be considered as two distinct investments, namely: 

(i) the investment in the land and building; 

(ii) the investment in the interior assets of the hotel. 

This distinction is apparent when the building shell, especially if part of some 
larger development, is separately owned and is then leased on a rental basis to 
the hotelier. The distinction is also implicitly recognised by many of the larger 
hotel organisations which adopt systems of internal rentals for their wholly 
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The significance of sales mix 

Three trades are generally carried out within a hotel : 

(i) letting of bedroom accommodation; 

(ii) selling meals; 

(iii) selling drink. 

In addition, other facilities are usually offered and may form a significant part 
of any particular hotel’s activity. 

Generally, the letting of bedroom accommodation is the feature which 
distinguishes the activity carried on as hotel activity as opposed to running a 
restaurant or a public house. However, the letting of bedroom accommodation 
may or may not be the primary source of revenue. The activity of the bars, the 
restaurant or, for instance, the function catering side of the business, may be the 
principal source of earnings. Normally, sources of revenue are closely inter- 
related, for example, a fall in occupancy will bring about a fall in restaurant 
activity or a fall in conference business will bring about a fall in drink sales. 

The significance of the sales mix derives from the different gross margins 
obtainable from these activities, the gross margin being the difference between 
the sales revenue and those costs directly incurred in effecting and specifically 
identifiable to those sales. In broad terms, the gross margin on letting rooms is 
the highest, followed by that earned from meals, with the gross margin on drink 
sales being the lowest. Thus a change in the mix of sales for the same level of 
turnover will have an effect on the profit earned and hence on the rate of return 
achieved on the capital invested. 

On the other hand many items of hotel costs are not easily identified with the 
different trades. In particular, the large core of fixed expenditure related to the 
building and the servicing of the capital is largely an expense of the operation 
as a whole. 

In the same way, expenditure on improving the identity of the establishment 
tends to have a general effect on all sources of revenue. For example, the 
modernisation of public rooms or of car parking facilities may have a pro- 
nounced effect on turnover throughout. 

Hotels tend to be highly individualistic both in their sources of revenue and 
.methods of operation. Thus, while it is possible to say in very general terms that 
resort hotels, city centre hotels, motel operations and provincial hotels differ 
in particular ways, even within this general type of grouping the different methods 
of operation and marketing strategy make any comparison between individual 
units of limited validity. 

The significance of the initial capital investment 

Whilst it is difficult to obtain precise figures, it can be said that the provision of 
bedroom accommodation is by its nature highly capital intensive in the sense 
already defined (see page 18). By comparison, the provision of meals is less 
capital intensive and the provision of drink even less so. The provision of bed- 
rooms, like any property ownership, involves the initial investment of large sums 
of capital in the building which is repaid from the generation of letting charges 
over a long period of time, In addition to capital repayment, these letting charges 
must cover the expenses of the operation and the cost of capital servicing (that 
is, paying interest on the capital invested). 

The size of the actual initial investment is thus of fundamental importance 
throughout the whole life of the operation. The future earnings are at the mercy 
of future market conditions and future management skill. But their success or 
failure to repay the initial capital investment and service the capital involved is 
20 
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largely dependent upon the size of the initial capital investment and upon the 
cost of borrowing that capital. 

The manner in which variations in the initial outlay affect return on capital 
is demonstrated by Tables 6 and 7. In both cases the assumption has been made 
that the land and building shell are leased at 9 per cent of the capital cost. 



Table 6 100 bedroomed hotel: Effect of variations in the capital cost on the 
return achieved. 




Case 1 
{as originally 
forecast ) £ 


Case 2 
{increase of 
25%) £ 


Capital cost 

(a) Land and Buildings Shell 

(b) Interior facilities, equipment and 
working capital 


260,000 

240,000 


325.000 

300.000 




£500,000 


£625,000 


Year 3 profit before depreciation and rent 


78,100 


78,100 


Year 3 profit after depreciation and before 
rent 

Rent of (a) above 


61,100 

23,400 


56,900 

29,200 


Profit after rent 


37,700 


27,700 


Profit after rent as a percentage of 
(b) above 


15-7% 


9-20% 



This shows that a rise of 25 per cent in capital costs would reduce the return on 
capital from 15-7 per cent to 9-2 per cent. This also serves to illustrate that, in 
reverse, an effective reduction in the capital cost of case 2 by 20 per cent would 
improve the rate of return from 9-2 per cent to 15-7 per cent. 



Table 7 100 bedroomed hotel: Effect of variation in cost on payback period 





Case 1 £ 


Case 2 £ 


Capital cost 

Interior facilities, equipment and 
working capital 


240,000 


300,000 


Cash flows after taxation and asset 
renewals (averaged over 25 year life) 


£40,800 p.a. 


£38,700 p.a. 


Time taken to recoup capital cost with 
cost of capital at 8 % (after tax) 


81 years 


121 years 
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For illustrative purposes only, a level rate of cash flow has been ^sumed and the 
rate of 8 per cent (after tax) for cost of capital has been employed. On ttus basts 
the time taken for the cash flows, discounted at 8 per cent to recoup the mitt 
outlay is approximately 8-J- years and 12i years respective y. 

The effect of variations in the rate of interest (in the form of its effect upon 
leasing rate) is shown in Table 8. In this case the hotel is again presumed to be 
leased, in Case 1 at 8 per cent and in Case 2 at 1 1 per cent. 



Table 8 100 bedroomed hotel : Effect of variation in leasing rate 

Case 1 £ Case 2 £ 



Capital outlay (interior facilities, 
equipment and working capital) 

Year 3 profit before rent 
Rent at 8 per cent on £260,000 
Rent at 1 1 per cent on £260,000 
Profit after rent 

As a percentage of capital outlay 



240,000 


240,000 


61,100 


61,100 


20,800 


28,600 


40,300 


32,500 


16-8% 


13-5% 



This shows a fall of 3-3 per cent from 16-8 per cent to 13-5 per cent in the return 
on capital invested in the interior facilities. Naturally, if the capital raised to 
provide a part of the cost of these interior assets was also subject to a similar 
rise in interest rates the effect on the remaining capital outlay would be more 
pronounced. 

In a hotel owned on a freehold basis the effect of a 3 per cent rise in the interest 
rates on a £260,000 loan would have had a similar effect. 

The Relationship between Tariffs and Capital Cost 

The relationship between the nightly tariff and the return on capital invested is 
critical in considering the economics of hotel investment. Assuming that 15 per 
cent before tax is considered to be an acceptable level of return on capital by an 
organisation with alternative uses for its capital, this would, in the case of the 
model hotel, amount to £36,000 per annum (on £240,000 only). As a proportion 
of the annual room letting revenue of £89,400 (assuming 70 per cent occupancy), 
this would represent approximately 40 per cent, or about £1 4s Od, out of the 
single room tariff of £3. In addition, the rental on the building of 9 per cent on 
£260,000 is £23,400 per annum. This represents a further 26 per cent of the room 
letting revenue or about 16s out of the tariff of £3. Thus in this case approxi- 
mately £2 out of £3 is absorbed before making a contribution to any hotel 
■uniting expenses. The figures ignore, of course, the capital employed in and the 
venue derived from the restaurant and the bar. However, the capital invested 
Ttese activities of the business is comparatively low and the prices that can be 
rged are largely constrained by competitors with low capital outlays. It is 
sonable to say, too, that the investment in the restaurant is generally deter- 
mined by the need to supply meals to overnight guests (although it may also 
be a profitable activity in its own right). Thus, in marginal terms, it would be 
fair to consider this small part of the capital investment primarily as part of 
the capital cost of room letting facilities. 
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Uncertain lives of assets and uncertain residual values 

Two of the features of hotel investment that cause it to be somewhat speculative 
are the uncertainty associated with the lives of assets and the uncertainty 
associated with the residual value of the building. As discussed earlier (see page 
19), the value of the building will frequently be determined by the profitability 
(or potential future profitability) of the hotel operation carried on within it 
where either it, or its site, has limited alternative commercial value. 

Thus, a falling off of profits due, for instance, to a deterioration in manage- 
ment or to changing patterns of public taste may radically alter the value of the 
building. In a similar way the interior furniture, furnishings, decorations and 
fixtures have a value only so long as their style conforms with the market require- 
ment, quite apart from the uncertainty of the effective life associated with these 
types of assets. 

The requirement to modernise constantly and to maintain standards of facili- 
ties offered is largely controlled by the need to protect present and future 
profitability. It is thus very often a forced, rather than a free, investment 
decision. It is important to recognise, however, that the ‘running down’ of an 
establishment may be a perfectly valid commercial decision. That is, the manage- 
ment of a hotel might consciously allow the level of facilities offered, and the 
strata of the market accommodated, to fall as a commercial strategy to avoid 
the high cost of investment associated with maintaining standards. 

In these circumstances, assets require to be considered not only in terms of 
annual profits or losses but also subjectively in terms of whether full mainten- 
ance of standards is being carried out and to what extent the profits exist only 
because maintenance of standards is declining or is being allowed to decline, 
thus placing at risk possibly the future profitability upon which the longer term 
value of the establishment depends. 

In planning new investment, a major factor must be the risk of obsolescence 
involved in the type of hotel built and the standard of facilities offered. We have 
found that there is a general belief by the industry in the view that, in a back- 
ground of rising standards of public taste, new hotels offering low standards of 
facilities normally stand a greater risk of obsolescence than those offering 
higher standards. 

Historically hotels have generally shown themselves to be investments with 
a long life. This was probably more true of certain types of hotels, for example 
the smaller country and provincial hotels, than others. The extent to which this 
is valid as a basis for future investment is questionable and there are examples 
in recent years of old hotels being pulled down and replaced by new. If this 
should become a general trend, the traditional view of hotels as a long term 
investment may alter. 

Market sensitivity 

The sensitive nature of the demand for hotel accommodation of a particular 
type is a characteristic of great importance. The degree of sensitivity is generally 
related to the extent to which supply is or is not available to meet this demand, 
for example, in areas and at times of insufficient supply of hotel accommodation, 
the degree of sensitivity of the market can be expected to be low. 

This sensitivity is largely a result of the discretionary nature of expenditure 
on hotel accommodation which has various facets, namely : 

(i) the discretionary nature of the expenditure as a whole, that is the consumers’ 
freedom of decision to use or not to use hotel accommodation as a whole in the 
area concerned. This may be expected to be controlled mainly by external 
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T„hle * 100 bedroomed hotel: Effect of variation m leasing rate 


Case 11 Case 2 £ 


Capital outlay (interior facilities, 
equipment and working capital) 

Year 3 profit before rent 
Rent at 8 per cent on £260,000 


240,000 


240,000 


61,100 

20,800 


61,100 

28,600 


Rent at 11 per cent on £260,000 


40,300 


32,500 


Profit after rent 


' 




16-8% 


13-5% 
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ZZhotd owned on a freehold basis the effect of a 3 per cent rise in the interest 
rates on a £260,000 loan would have had a similar effect. 



The Relationship between Tariffs and Capital Cost . , ■ 

me relationship between the nightly tariff and the return on capita 1 mvested^s 
critical in considering the economics of hotel investment. Assuming that 1 5 I«r 
cent before tax is considered to be an acceptable level of return on ^capital by an 
organisation with alternative uses for its capital, this would, m the case of 
model hotel, amount to £36,000 per annum (on £240,000 only). As a proportion 
of the annual room letting revenue of £89,400 (assuming 70 per cent occupancy) 
this would represent approximately 40 per cent, or about £1 4s Od, out of the 
single room tariff of £3. In addition, the rental on the building of 9 per cent on 
£260 000 is £23,400 per annum, mis represents a further 26 per cent of the room 
letting revenue or about 16s out of the tariff of £3. Thus in this case approxi- 
mately £2 out of £3 is absorbed before making a contribution to any hotel 
running expenses, me figures ignore, of course, the capital employed in and the 
revenue derived from the restaurant and the bar. However, the capital invested 
in these activities of the business is comparatively low and the prices that can be 
charged are largely constrained by competitors with low capital outlays. It is 
reasonable to say, too, that the investment in the restaurant is generally deter- 
mined by the need to supply meals to overnight guests (although it may also 
be a profitable activity in its own right). Thus, in marginal terms, it would be 
fair to consider this small part of the capital investment primarily as part of 
the capital cost of room letting facilities. 
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Uncertain lives of assets and uncertain residual values 

Two of the features of hotel investment that cause it to be somewhat speculative 
are the uncertainty associated with the lives of assets and the uncertainty 
associated with the residual value of the building. As discussed earlier (see page 
19 ), the value of the building will frequently be determined by the profitability 
(or potential future profitability) of the hotel operation carried on within it 
where either it, or its site, has limited alternative commercial value. 

Thus, a falling off of profits due, for instance, to a deterioration in manage- 
ment or to changing patterns of public taste may radically alter the value of the 
building. In a similar way the interior furniture, furnishings, decorations and 
fixtures have a value only so long as their style conforms with the market require- 
ment, quite apart from the uncertainty of the effective life associated with these 
types of assets. 

The requirement to modernise constantly and to maintain standards of facili- 
ties offered is largely controlled by the need to protect present and future 
profitability. It is thus very often a forced, rather than a free, investment 
decision. It is important to recognise, however, that the ‘running down’ of an 
establishment may be a perfectly valid commercial decision. That is, the manage- 
ment of a hotel might consciously allow the level of facilities offered, and the 
strata of the market accommodated, to fall as a commercial strategy to avoid 
the high cost of investment associated with maintaining standards. 

In these circumstances, assets require to be considered not only in terms of 
annual profits or losses but also subjectively in terms of whether full mainten- 
ance of standards is being carried out and to what extent the profits exist only 
because maintenance of standards is declining or is being allowed to decline, 
thus placing at risk possibly the future profitability upon which the longer term 
value of the establishment depends. 

In planning new investment, a major factor must be the risk of obsolescence 
involved in the type of hotel built and the standard of facilities offered. We have 
found that there is a general belief by the industry in the view that, in a back- 
ground of rising standards of public taste, new hotels offering low standards of 
facilities normally stand a greater risk of obsolescence than those offering 
higher standards. 

Historically hotels have generally shown themselves to be investments with 
a long life. This was probably more true of certain types of hotels, for example 
the smaller country and provincial hotels, than others. The extent to which this 
is valid as a basis for future investment is questionable and there are examples 
in recent years of old hotels being pulled down and replaced by new. If this 
should become a general trend, the traditional view of hotels as a long term 
investment may alter. 

Market sensitivity 

The sensitive nature of the demand for hotel accommodation of a particular 
type is a characteristic of great importance. The degree of sensitivity is generally 
related to the extent to which supply is or is not available to meet this demand, 
for example, in areas and at times of insufficient supply of hotel accommodation, 
the degree of sensitivity of the market can be expected to be low. 

This sensitivity is largely a result of the discretionary nature of expenditure 
on hotel accommodation which has various facets, namely. 

(i) the discretionary nature of the expenditure as a whole, that is the consumers 
freedom of decision to use or not to use hotel accommodation as a whole in the 
area concerned. This may be expected to be controlled mainly by external 
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features such as changing patterns of communication, movements in the location 

of industry, general economic conditions and social trends; 

(ii) the discretionary level of standards of consumer demand that is the 
consumers’ freedom of decision to use a higher or lower class of facilities. The 
main motivating factors here are probably economic conditions and variation 

in public taste; , . ^ 

(iii) the discretionary choice between the competing hotels offering accom- 
modation at similar price levels. Management (including marketing) skill, 
together with the facilities offered and site consideration can be expected to be 
the main cause of the decision to stay at hotel A or at hotel B in the same price 
bracket, or to have a meal at hotel A or at restaurant C. 

The composite result is a market which is susceptible to a number of factors 
outside the control of the hotelier that affect both the hard core and the fringe 
demand. 



The effect of occupancy levels 

The capital intensive nature of the investment, together with the high pro- 
portion of fixed to variable costs, causes high and sharp breakeven situations. 
The high proportion of fixed costs is due not only to the fixed nature of the costs 
related to the buildings and capital, but also to the general inability, in the short 
term, to vary directly the operating costs with changes in the volume of demand. 
For example, wages and related expenditure are largely fixed at the minimum 
level, there usually being no great scope, in the short term, for laying off staff in 
conditions of temporary short falls in demand. However, contrarily, the require- 
ments of seasonal increases in demand are often met by the use of temporary 
additional staff. 

The effect of this feature is demonstrated by Chart 1 which illustrates a 
breakeven chart for a single year for the model previously described. To illustrate 
the effect of variations in occupancy only, the casual trade in the restaurant and 
bars has been taken as static. Various levels of cost of (or expected return on) 
capital have been shown. It will be seen that the difference between 60 per cent 
and 70 per cent room occupancy at the 10 per cent cost of capital level, repre- 
sents the change from a loss of about £3,000 to a profit of about £11,000. This 
effect becomes more marked if casual restaurant and bar trade is assumed also 
to vary in proportion to accommodation revenue as shown in Chart 2. 

Once the breakeven point has been passed and the fixed costs fully absorbed, 
additional revenue is largely pure profit. This highlights the obvious importance 
and value of maximising gross revenue in the short term from all sources, al- 
though in view of the different gross margins earned on the different activities, 
it is important for the long term to concentrate management attention on those 
activities that yield the largest margins. 

In a similar way, relatively small variations in tariffs can have a marked effect 
upon profits. Chart 2 shows how, assuming no market resistance, a movement 
from £3 to £3 5s Od for a single room and from £4 to £4 10s Od for a double 
room changes the profit level at 65 per cent occupancy from a rate of return of 
approximately 10 per cent on capital invested to a rate of return of approximately 
13 per cent. This emphasises the importance of management skill required in 
assessing tariff levels, the occupancy achievable at varying tariff levels and the 
degree of resistance likely to be met from a rise in tariffs. This illustration is 
based upon a uniform sales mix, that is, casual bar and restaurant revenue is 
assumed to vary in proportion with accommodation revenue. 
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Chart 1: Breakeven Chart: to illustrate effect of occupancy variation. 



Assumptions: ( a ) Varying room occupancy. 

(b) Static casual business in restaurant and bar. 




F 
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Chart 2: Breakeven Chart: to illustrate 



effect of tariff variation. 



Assumptions: (a) Revenue from all sources varying with occupancy. 

( i ) Tariff rise from £3 single, £4 double to £3 5s Od single, £4 10s Od double. 




I 

80 % 
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Room occupancy: % average per annum 
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There are two important characteristics demonstrated in this illustration. 
The first is that small variations in occupancy and tariff are greatly magnified in 
effect upon the overall financial results. The second is that unbalanced, that is, 
irregular demand resulting in a low average occupancy, requires much higher 
tariffs to support profitability than regular demand. For example, a provincial 
city centre hotel with a characteristic of being full from Monday to Thursday 
and more or less empty from Friday to Sunday will require higher tariffs to 
achieve a rate of return comparable with a similar hotel in an area where both 
weekday and weekend demand exists, providing a more uniform level of 
occupancy. Hotels meeting the needs of tourists also generally have this un- 
balanced pattern of demand. 

Referring again to Chart 2, in order to obtain a 10 per cent rate of return on 
capital at 59 per cent occupancy the higher tariff would be required and at 65 
per cent occupancy the lower tariff. Examples of the effect of unbalanced demand 
upon overall levels of occupancy are discussed on page 29. 

The effects of management skill 

The importance of management skill in influencing the discretionary choice of 
consumers between directly competing operations has been referred to briefly 
(see page 24). It is clear that the highly personalised nature of hotel service 
(and restaurant facilities) causes management skill, particularly at the local level, 
to be of fundamental importance in developing, maintaining and safeguarding 
the future prosperity of a hotel. 

It is equally important to recognise that hotel management is a highly technical 
subject demanding management skill and technical expertise of the highest 
order. The short term control of expenditure upon which much profitability 
must depend, is determined largely by the competence of the manager. 

General difficulties of forecasting and evaluating forecasts in realistic terms 
There are a number of features of hotel investment which cause real difficulty 
in forecasting and in evaluating forecasts. These are composed, firstly, of certain 
general features of hotels as described in the preceding paragraphs, in particular: 

(i) the necessity to assess the demand over a long period in the future for 
justifying the initial investment (in view of the long pay-back period that is 
generally characteristic of hotel investment); 

(ii) the general medium and long term uncertainty associated with: 

(a) market conditions including competition; 

(b) asset lives and residual values; 

(c) the effects of inflation; 

(iii) the sharp effects of occupancy/tariff differences upon profitability; 

(iv) the effects of management skill. 

Secondly, there are difficulties in forecasting particularly associated with new 
hotels, the most important of these are: 

The difficulty of forecasting accurately potential market response. As has been 
seen earlier (see pages 24 and 25) the tariff charged and level of occupancy 
achieved are of fundamental importance in achieving maximum profitability. 
Whilst market investigation and research can reveal conditions in the area-fand 
indicate the type and size of the market in existence and possibly the response 
in comparable circumstances elsewhere, there is, nevertheless, a real gap to be 
bridged between knowing these facts and assessing the expected response for 
particular establishment. In this respect, the larger organisations generally have a 
wider experience on which to base this assessment than the smaller operator; 
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The uncertainty of the development period. We found that it is a commonly 
held view in the industry that new hotels take three years or more to work up 
to a steady level of operations. Clearly this is a matter susceptible to manage- 
ment skill and activity and local conditions. However, evaluation of the fore- 
casts in these circumstances requires careful consideration if the results are to 
be meaningful and Table 9 demonstrates this point. 

In this table, two projects with an initial investment of £250,000 are con- 
trasted. The same profits at 10 per cent on capital are presumed from year 3 
onwards. Case 1 builds up from losses in the initial year whist Case 2 has level 
profits throughout. 



Table 9 General example of effect of profit build up 




Year 1 £ 


Year 2 £ 


Year 3 
and after £ 


Case 1 

Profits/(Losses) 


(10,000) 


5,000 


25,000 


Case 2 
Profits 


25,000 


25,000 


25,000 



(a) Evaluation in conventional terms : 



Case 1 : Development cost to end 
of year 2: 



Initial cost — 

Two years cost of capital at 10% 


— 


250,000 


Two years cost of capital at 10 % 


50,000 


— 


Net aggregate loss for two years — 


5,000 


55,000 


Total 




305,000 


Case 1 : Return on capital-year 3 




8-2% 


Case 2 : Return on capital-year 3 




10-0% 







Evaluation in discounted cash flow {DCF) terms: Presuming the profit (loss) 
figures above were cash flows instead of profits: 

Case 1 : DCF rate of return, assuming a 25 years life. 6-7 % 

Case 2: DCF rate of return, assuming a 25 years life. 8-8 % 

It will be seen that, in the case of a conventional calculation of the rate of return 
on total capital investment, the difference between the cases is a reduction of 
1 *8 per cent from 10*0 per cent. Using the same figures as cash flows, the differ- 
ence between the cases is a reduction of 2T per cent from 8*8 per cent. 

The requirement for long term capital 

The generally low rates of return on capital invested in hotel projects result in 
a long pay back period for the majority of projects. 

Consequently, this creates the necessity both for assessing the projects over a 
long period and for finding sources of long term capital to finance the invest- 
ment. In addition the magnitude of most hotel investment projects dictates that 
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these sources should be capable of providing substantial sums of money for 
investment in the industry. 

Trends in hotel investment 

The statistical information available on the hotel industry is extremely limited. 
The Board of Trade have published statistics on fixed capital expenditure in 
certain distribution and service trades based upon samples. The total figures 
estimatedfor new fixed capital expenditure in the hotel and catering industry from 
1960 to 1965 are shown in Chart 3. These total figures include new buildings 
work, vehicles and other fixed capital expenditure. The totals for new building 
work only are shown by the broken line. The total fixed capital expenditure (of 
all types) on hotels and holiday camps only for 1964 and 1965 is shown by the 
shaded areas. No breakdown of the expenditure on hotels and holiday camps is 
available prior to 1964. The B.T.A. have made estimates of the numbers of 
hotel and motel beds added since 1956. The figures from 1959 onwards are 
shown in Chart 4. 

Nature of demand for hotel accommodation 

The market for hotel accommodation can be considered to arise basically from 
three major groups of consumers (although these three groups do not make up 
the complete market for accommodation); 

(i) those travelling on business; 

(ii) British holiday makers; 

(iii) foreign tourists. 

Whilst there have been no comprehensive country-wide studies to establish 
the trends in the market created by these three groups, it is generally accepted 
that the domestic holiday market for hotel accommodation is at present fairly 
static and the bt a consider this is likely to be the situation for a number of years 
in the future (there are no data about other pleasure/private and business travel). 
On the other hand, the bta estimate that the number of foreign tourists visiting 
Britain will increase from 3-2 millions in 1966 to an estimated 5 millions in 1970. 

Local studies of demand in the Edinburgh and Nottingham areas have been 
commissioned by the Scottish Tourist Board and the National Economic Dev- 
elopment Office. These have demonstrated the effect upon overall average oc- 
cupancy of a characteristic of peak demand for hotel accommodation at certain 
times of the week (in the case of Nottingham) or year (in the case of Edinburgh). 
The tables demonstrating this effect are reproduced in Table 11 and Table 12. 
These tables also illustrate the concentration of demand in certain price categories. 

The overall average effects of this pattern of periodic demand appears to be 
confirmed by the bta hotel occupancy enquiry for 1966 which on the basis of a 
limited sample gave the results shown in Table 10. 

These overall occupancy figures are thought to reflect, in the main, the effect of 
the weekly peak or annual peak characteristic of the market in the particular 
areas concerned for the hotels sampled. 

Any forecast expansion in demand for hotel accommodation raises two areas 
of doubt: 

(i) in what section of the market will it occur; 

(ii) if it does occur, will this additional demand, if estimated to arise at peak 
periods (weekly or annual) only, adequately and profitably support additional 
hotel accommodation if built? Naturally, if further hotels are built, the conse- 
quent dilution of the off peak market could severely effect overall occupancy 
rates, and thus profitability. 
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Chart 3 Fixed capital expenditure in the hotel and catering industry/fmillion/ 



1960-65 




Source: Board of Trade 

Chart 4 Hotel construction in the U.K./Number of beds added in hotels and 
< 1! motels 11959-66 

6000 _ "™"™ ~~ 




Source: British Travel Association 
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Table 10 Sleeper occupancy by location-1966*/ % 


Average annual 
sleeper occupancy 


London 


66 


South 


52 


South East 


51 


South West 


44 


Midlands 


51 


East 


48 


North East 


44 


North West 


43 


Wales 


39 


Scotland 


46 


All hotels 


52 


Source: British Travel Association 

Note: These figures should be interpreted with great caution. The sampling 
frame is not representative of all holds and the response rate is low. 



Catering 

The characteristics of investment in catering establishments are in some ways 
similar but in many ways different from those described for hotels. We feel it is 
important to consider these briefly before setting out our results. 

Degree of capital investment 

On the whole the capital investment for a catering establishment is small by 
comparison with the turnover involved. As a result, return on capital varies 
widely according to the success or otherwise of the marketing strategy being, 
in the case of successful operations, considerably higher than that achieved in 
successful hotels. As referred to earlier we have found it difficult to draw any 
general conclusions about profitability in the catering industry as a result of this 
feature. 

In addition, the magnitude of the sums involved are small in comparison with 
investments in hotels. In fact, the capital investment for an average establish- 
ment is normally limited to the cost of kitchen equipment, decorations and 
furnishings and the premium for the lease (if any). Of these types of assets, only 
the premium for the lease has generally any alternative value that could be looked 
upon as security by a lender. This lack of chargeable assets is discussed on 
page 56. 

The lives of the furnishings and equipment are uncertain. They have value 
only so long as they are profit producing, that is, so long as their market appeal 
generates a profit. When turnover and profits fall off, the normal procedure 
appears to be to refurbish the establishment in a new way with the aim of 
building up turnover again. Thus the medium term value of the interior assets 
is entirely dependent upon their profit earning ability. This ability to make rapid 
changes to meet the market’s requirements is another feature that distinguishes 
investment in catering establishments from investment in hotels. 
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Importance of labour costs 

The principal types of expenditure involved in a catering establishment are : 

(i) raw material costs; 

(ii) labour costs; 

(iii) overheads. 

Of these three, with good management control, raw material costs tend to vary 
almost directly with turnover. Overhead expenses tend to be fixed in their nature 
(subject to the costs of refurbishing, discussed above). Labour costs on the 
other hand are semi-fixed and it appears that a large degree of management skill 
is bound up with the need to control labour costs which, in many instances, 
form a high proportion of the total costs. 

The discretionary nature of the market 

Although it is difficult to generalise about the catering industry as a result of the 
wide diversity in the quality of establishments and the type of clientele they serve, 
broadly, it may be said that a high proportion of customer expenditure is 
discretionary in terms of: 

(i) degree of usage; 

(ii) type and class of establishment used; and 

(iii) choice between similar establishments. 

Thus the market for a particular establishment is continually sensitive and 
constantly changing and is dependent upon the activity of competitors and 
external social and economic factors. 

The choice of site is of fundamental importance, Similar establishments, 
only short distances apart, may have a quite different market response. Equally, 
changing patterns of behaviour due, for instance, to the building of new office 
blocks or to changes of bus routes may affect turnover sharply. 



Sensitivity to management quality 

In these circumstances of market hypersensitivity and a fairly high proportion 
of fixed to variable costs, profitability tends to vary considerably. The quality 
of management both at local and higher level has a strong influence throughout, 
both on the success of the establishment in terms of the turnover generated and 
the control of expenditure. 



Type of financing required 

In view of the high return on capital invested which is generally achieved by 
successful companies in catering establishments, the payback period is relatively 
short. In particular, it is much shorter than for hotels. Consequently, catering 
establishments are generally only in need of short to medium term finance which 
can, if the project is reasonably successful, be repaid quickly out of the cash flow. 

The composite effect of characteristics 

It may be concluded that catering establishments are generally speculative as 
an investment. As a result they can yield dramatically high or low returns on 
capital where the market strategy is successful or unsuccessful. The pattern of 
investment in chain catering establishments is that of a risk-spreading operation. 
This naturally reduces the degree of speculation substantially, particularly in 
view of the low level of capital investment usually associated with any single 
establishment. 
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Table 11 Nottingham hotel study— The demand for accommodation in Nottingham by day of week and category of establishment/Per cent of available 
rooms occupied/ 
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Source: Scottish Tourist Board. 



Fiscal and other government measures affecting investment 



The effect of certain fiscal and other government measures on investment in the 
hotel and catering industry is considered by members of the industry to be 
substantial. For this reason, we describe briefly in this section the most important 
of these before describing to what extent the study revealed how significant they 
were in influencing both investment decisions and the rates of return achieved 
on projects. We also consider briefly other governmental measures thought to 
affect investment in the industry. 

Tax allowances 

Hotels have never been eligible for the industrial buildings allowance and this 
means that for tax purposes no depreciation allowances on the cost of the build- 
ing are chargeable against profits. This forms part of the general policy of not 
making depreciation allowances available for buildings other than industrial 
buildings. It is beyond our terms of reference to consider the equity of this 
decision and its particular validity with regard to the hotel industry. However, 
it is clear that a hotel is usually a purpose built building with limited alternative 
uses whilst it is effectively the principal working asset and the main means of 
generating the service that is sold . 

Wear and tear allowances have always been available on the interior assets of 
a hotel, the exact deliniation of which is arbitrary and can be said to occur more 
or less at the surface of the plaster. Generally, interior walls and their contents 
do not rank for allowances other than for certain plumbing, air conditioning and 
heating apparatus. 

Until the introduction of the investment grants (effectively from 17 January 
1966) investment allowances were available on interior assets at the rate of 
30 per cent. Investment grants, which largely replaced investment allowances, 
are not available to service industries, into which classification hotel and catering 
falls. The effect of this is that interior assets now cost roughly 13 per cent more 
(on the basis of 30 per cent investment allowance at 40 per cent taxation), 
though naturally in individual cases this varies with the precise taxation circum- 
stances of the company concerned. 

The proportion that interior assets form of the total capital invested in a hotel 
varies considerably, but on a leased hotel the proportion is particularly high. 
Thus the effect of the withdrawal of this allowance has substantially increased 
the capital cost of this type of investment. 

In a similar way the cost of renewal of interior assets has been increased by the 
same proportion in that, generally, renewals formerly ranked for investment 
allowances in the same way as the original purchases. 

With catering organisations, similar circumstances apply in that the with- 
drawal of investment allowances has increased the effective cost of assets. As in 
the case of hotels, no industrial buildings allowance is available. 

Selective employment tax 

The selective employment tax took effect from 5 September 1966. This tax has 
been estimated by various bodies as representing approximately 10 per cent of 
wages costs in its direct form, with wages representing in the region of 25 per cent 
of turnover for the average hotel. Its introduction thus effectively meant an 
overall increase in total costs of some 2 } per cent. The indirect effect of selective 
employment tax is difficult to measure as this takes the form of increased charges 
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from other service industries recovering their own selective employment tax 
costs and, although it is probably not possible to quantify accurately the effect, 
it has been variously estimated at between 1 per cent and 2 per cent of total costs. 

The effect is that if selective employment tax costs are to be recovered a rise in 
tariffs is required. If this should be met by any marked customer resistance, then 
a reduction in profitability will occur. 

Disallowance of entertaining expenses 

The disallowance of business entertaining (other than in certain special cases) as 
a trading expense for tax purposes was introduced in the Finance Act, 1965. The 
effect of this measure is considered on page 49. 

Credit restriction 

The Governor of the Bank of England wrote to the chairman of the Committee 
of London Clearing Banks in December 1964 requesting him on an informal 
basis to curtail the lending facilities given by financial institutions in certain 
circumstances. The specific types of advances that were referred to included 
advances for building and property development, except where directly related to 
productive manufacturing investment. This was qualified by the need to make 
available facilities for exports and regional development. In general terms, the 
effect of this instruction is still in force and effectively the hotel and catering 
industry falls into a category of the lowest priority unless it can show either a 
high export yield or accordance with government policy on regional develop- 
ment. 

Board of Trade Hotel Loan Scheme 

The Board of Trade initiated a scheme, which came into effect from 2 January 
1967, to make available funds for hotel development that satisfied the three 
following basic requirements : 

(i) the Board of Trade must be satisfied that the project will provide accom- 
modation of a type and standard likely to be acceptable to overseas visitors and 
to result in significant new or increased earnings from overseas guests staying in 
the hotel; 

(ii) the project must involve capital expenditure of not less than £20,000 for 
new buildings or extensions or structural improvements of existing buildings 
and/or for the procurement and installation of fixed plant or equipment; 

(iii) work must not have begun on the site before 20 J uly 1966. 

In addition, the Board of Trade was required to satisfy itself as to the financial 
viability of projects that meet the above criteria. 

The terms of the loans were to be as follows : 

(а) except in exceptional circumstances the loan would not exceed 50 per cent 
of the total cost of the proposed development for land, buildings and fixed 
plant and equipment; 

(б) the repayment period could vary but would not exceed 15 years ; 

(c) the rate of interest, which remains fixed, would be the Exchequer lending 
rate (at 1 December 1966 7/7-J- per cent currently 6-J/6f per cent).* 

The scheme was brought in for an experimental period of one year from 2 
January 1967. An allocation of funds to a maximum of £5m. was made to the 
scheme. 



*As at the time of writing this report ( October 1967) 
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Development area building grants 

Under the terms of the Industrial Development Act 1966, new hotels built in 
the designated development areas will normally rank for the development area 
building grant which amounts to up to 25 per cent of the building costs. There is 
a further provision that, where there are special problems involved in setting up 
for the first time in a development area or in setting up new projects at a con- 
siderable distance from a firm’s existing undertaking, the rate of grant may, at 
the Board of Trade’s discretion, be 35 per cent. However, we have been informed 
that service industries would not qualify for this additional grant. The Board of 
Trade are required to have regard to the amount of grant in relation to the em- 
ployment to be provided. 

In brief, the development areas are : 

(i) Scotland, excluding Edinburgh and Leith; 

(ii) the North of England roughly north of a line from the Scarborough area to 
the area north of Lancaster; 

(iii) Wales, excluding; 

(a) the Cardiff and Newport area in the south ; 

(b) the Shotton, Rhyl, Colwyn Bay and Llandudno area in the north; 

(iv) the Southwest of England, including most of Cornwall and the northern 
part of Devon. 

In Northern Ireland, under the terms of the Development of Tourist Traffic 
(Amendment) Act (Northern Ireland) 1963 and the Tourist Traffic (Amend- 
ment) Act (Northern Ireland) 1966, grants are available of up to 25 per 
cent towards the cost of improvements to hotels, guest houses and boarding 
houses, and the provision of new establishments. The qualifications are briefly 
that: 

(i) evidence must be produced that the establishment has good prospects of 
continuing as a sound concern financially ; 

(ii) at least three-quarters of the bedrooms must have hot and cold running 
water facilities; 

(iii) the facilities must include: 

(a) meals for visitors; 

( b ) a separate lounge and a separate dining room for guests. 

(iv) management must be good and the premises throughout must be of a 
standard to accommodate visitors comfortably. 

There is no upper limit to the amount which may be claimed. The lower limit 
is schemes costing £500. Expenditure eligible excludes the purchase cost of land 
(and completed buildings if purchased), moveable furniture and equipment, 
running repairs and routine maintenance. 

Independently of this Hotel Grants Scheme, government assistance in the form 
of loans is available to the catering industry in Northern Ireland for the purposes 
of furnishing, equipping, improving, altering, enlarging or structurally modifying 
an existing catering establishment or for the purposes of providing an additional 
catering establishment. Assistance may be provided on the basis of a combined 
grant and loan. 

New building licences 

These were established under the Building Control Act of 1966 and the present 
situation is that all building and construction work in the United Kingdom 
(excluding Northern Ireland) requires a licence unless it is covered by the 
regulations on exemptions. The exemptions are as follows : 

(i) work under £100,000 in total cost; 
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(ii) alteration or construction work on buildings to be used wholly or mainly 
for dwelling or for carrying on an industrial process ; 

(iii) work done in development areas ; 

(iv) public work; 

(v) work contracted or approved before 28 July, 1965. 

There are wide powers to extend and restrict the range of control of the Act 
and these powers are exercisable by order made by statutory instrument and 
include powers to vary or revoke an order by a subsequent order. Under this 
authority the statutory maximum for all work under (i) above has been reduced 
to £50,000. Hotel building is therefore considerably affected as a result of its 
classification as a non-industrial service industry. 

Other government measures 

Other government measures affecting the hotel and catering industry are: 

(i) purchase tax is payable on a number of the basic items of equipment and 
furnishings. These are mainly items with an alternative household use; 

(ii) the imposition of the incomes ‘freeze’ has meant that there has been a 
slowing down in the growth of consumer disposable income. Discretionary 
expenditure, including that spent on hotels and catering, can expect to be 
affected. 



Findings 



Hotels 

Details of the companies and projects included in the sample have been des- 
cribed in pages 11-13. The information included in these findings is based upon: 

(i) the general information collected at an initial interview by means of a semi- 
structured questionnaire; 

(ii) the detailed information on individual projects collected by means of 
detailed questionnaire forms filled in by responding companies. 

To some degree the findings may appear to be expressed less specifically than 
might be considered appropriate to this type of study. This is necessitated by the 
requirement to ensure that detailed information given in confidence remains 
unidentifiable and also because it was not possible to assess the statistical validity 
of the sample studied. The figures received by us have not been audited or in any 
other way verified. 

The information contained in this section is set out so as to avoid repetition 
in answering the terms of reference, parts of which tend to overlap. 

Planning Procedure 

The procedure for planning a new hotel was found normally to take the form of : 

(i) the selection of a site suitable for a hotel; 

(ii) a review of the site to decide whether the probable range of occupancy 
rates, achievable at different tariff rates, was likely to form the basis of a viable 
hotel; 

(iii) a more or less detailed assessment of the market, on the basis of which a 
feasibility study was built up in terms of a detailed forecast profit and loss 
account related to an estimate of capital costs; 

(iv) the commissioning of designs and the invitation to tender. 

We found that hotels were built for a variety of different reasons and that their 
origin arose from a number of sources and did not always follow the pattern 
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described above. For example, it was not unusual for developers to be obliged to 
build a hotel as part of a city centre development. In such a case, the developer 
would offer a lease to a hotel operating company who would then assess whether 
an acceptable profit could be made at the proposed rent. 

As discussed on pages 17 to 19, and as our study confirmed, this procedure of 
leasing hotels is now quite a common practice and could vary from simply 
leasing the bare core of the building to leasing the hotel with all interior walls, 
plumbing, heating and air conditioning installed. However, even when a lease of 
a completed building was obtained, capital had still to be invested in the equip- 
ment and furnishings. 

Principal considerations in decision making 

Our study has shown, so far as new projects are concerned, that there was 
general agreement that the return on capital was the vital factor when consider- 
ing whether a project was acceptable or not. Examples were, however, given 
where in special cases, for example experimental projects, other factors were the 
main consideration. Cases were also cited where new hotel investments were 
looked upon as having considerable value from the public relations point of 
view. That is, that in special circumstances certain types of company might be 
prepared to accept low prospective returns on capital because a particular pro- 
ject offered an opportunity to improve their public image in a certain area. 
Cases were also seen where additional profits, as a result of the benefits of vertical 
integration within a group, justified the adoption of a project which might not 
have been acceptable to the company without the benefit of this additional 
profit. Other examples of factors that influenced the adoption of a project were 
the need within the smaller companies to create new hotels to foster the company 
concept of progressive management and to improve the training of personnel 
and where the potential future development of an area was looked upon as a 
major factor. 

Extension projects appeared, however, largely motivated by considerations 
other than the return on capital. As will be seen on pages 44 and 45, the return 
on investment in extensions was often very favourable and the building of an 
extension to a small hotel with good general facilities in more than one project 
created a sound commercial enterprise out of an ailing small hotel. Nevertheless, 
the reasons given for extensions were generally not so much concerned with the 
high return on capital, which was often achievable from these developments, but 
with safeguarding the existing and future profits by improving and extending the 
facilities provided. It was pointed out on a number of occasions, however, that 
an extension could be subject to heavier maintenance charges in the future than 
would be expected from a new hotel. 

The most common reasons given for undertaking modernisation schemes were 
the need to improve the facilities provided to protect the profits by meeting the 
rising standards demanded by the market and the general desire to improve the 
image of the hotel. It was generally felt that modernisation schemes could not be 
looked upon in terms of return on capital so much as a part of the need to keep 
up with developing standards of public taste. Consequently, in many cases, 
assessments of return on capital were not made, the decision being looked upon 
as being forced upon management. 

From the detailed project analyses, confirmation was obtained for the opinions 
expressed. We studied examples of investment in new hotels that were motivated 
by the prospective favourable return on capital and others where it was clear that 
the project was largely a matter of faith in the prospective long term future 
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viability and where the main motivation derived from other non-quantifiable 
reasons. For extensions, it was clear that the improvement of the hotel was 
generally the principal consideration, although in a large proportion of cases it 
was also clear that an attractive rate of return was also a major factor influencing 
the decision to invest. For modernisation schemes, the main consideration was 
hotel improvement and in many cases the return on capital was not calculated 
beforehand. 

Favourable and adverse factors 

A view held by the majority of companies studied was that new hotels were 
generally financially viable only in the London area where high occupancy rates 
and high tariffs more than offset the higher site costs. There was a general feeling 
that the low overall occupancy rates in most provincial city centre hotels (caused 
by the business market being concentrated on four days in the week) made new 
hotels in such situations viable only when exceptional circumstances made the 
project less expensive than normal. Examples of such exceptional circumstances 
were studied where exceptionally low rentals made otherwise unattractive pro- 
jects potentially viable and resulted in their adoption. In development areas, the 
development area building grant was clearly a major factor in making a project 
acceptable as an investment. In one typical case, for example, the grant made a 
difference of 2-3 per cent in the return on capital for a single year. 

It was also almost universally believed by hotel companies iD the sample that, 
in resorts or other areas dependent upon the tourist trade (that is, in areas with a 
marked seasonal pattern of trade), new projects were again only attractive in 
special circumstances. This was due to the fact that when the main demand was 
concentrated over a few months in the summer period low overall occupancy 
rates for the whole year were inevitable. In these circumstances, it was difficult 
to cover the high fixed costs of hotel operations necessary to be capable of 
dealing with the peak demand, even if staff could be laid off in the off-peak 
season. 

In the main, the only areas, other than London, where the building of new 
hotels was looked upon other than as marginally attractive as an investment, 
were sites on the outskirts of provincial centres convenient for main trunk 
routes. Site costs were generally low in these situations and business trade was 
available during the week and weekend occupancy was much better than in the 
city centres. In addition, there were often opportunities in such areas for build- 
ing up a good casual restaurant, bar and function catering trade. Several pro- 
jects studied confirmed this view. 

Two factors which were considered by the majority of companies studied to 
inhibit more widespread investment in hotels were the combined effects of low 
levels of profitability and high building costs. Although it was not possible to 
quantify the views expressed, the view was widely held that building costs were at 
such a high level and profitability at such a low level that projects only became 
viable when many factors were in their favour. It was said that the differential 
between building costs for providing different levels of facilities (for example, with 
and without private baths) was small. This prevented the building of hotels in 
the lower tariff ranges. In addition, a hotel without private baths was thought to 
be a more speculative investment from the long term point of view, bearing in 
mind the history of rising standards of demand. 

Building cost per room figures were calculated for all the new hotels that were 
studied in detail. However, due to the number of leased hotels it is not felt that 
the resultant figures were meaningful. 
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Availability and source of capital 

A very important consideration taken into account by any prospective investor 
was whether capital was available for the scheme and whether it was available at a 
rate that did not cripple profitability. To companies with interests other than 
hotels, raising finance on a group basis was generally no great problem and was 
dependent upon the general standing of the company, although examples were 
seen where such companies employed specific financing for hotels and had simi- 
lar experience to specialist hotel companies. Companies with hotel interests only, 
however, had two main problems : 

(i) until the hotel was established, it was not generally acceptable as security 
for a loan and thus bridging finance had to be sought on the basis of an alterna- 
tive security; 

(ii) even when the hotel was established, specific mortgaging of the site and build- 
ing was found to be difficult to arrange and generally the placing of mortgage de- 
bentures was looked upon as the most satisfactory method of long term financing. 

However, the capital cover required on debentures was high (upwards of 
twice the nominal value of the debentures). This fact, coupled with the long 
development period (from the opening of the hotel until it could be satisfactorily 
included in such a debenture) generally meant that rapid expansion of hotel 
operations was impossible, (other than by adopting a leasing basis), once the 
chargeable security available from established hotels became exhausted. Leasing 
hotels from developers was a method much in favour. Where, however, this was 
not possible, the alternative of a sale and lease back arrangement was generally 
found to be as difficult to arrange as specific mortgaging and rather more 
expensive. This method does, however, have the advantage of releasing a higher 
proportion of capital than is obtained from a loan. 

To the smaller hoteliers, mortgage debentures were not normally a practical 
proposition and specific mortgages had to be sought. If this could be arranged, 
the limit was normally 50 per cent of the value of the building and fixed interior 
assets and thus the balance of the capital required had to be raised from another 
source. Short term finance was sometimes available from joint stock banks. 
However, the rate of interest charged on loans from this source, although 
relatively low, was geared to the current bank rate and the loans were subject 
to repayment at short notice. If bank overdrafts could not be arranged, short 
term finance on an unsecured basis was sometimes sought from finance houses. 
Rates of interest charged in such circumstances were high. 

Our survey has indicated that finding available finance at an acceptable rate 
was a major consideration both: 

(i) to the larger hotel companies, with a past record of development, which 
had utilised all their chargeable hotels as security; and 

(ii) to the smaller hoteliers who had to seek specific mortgaging and bridging 
finance. 

For the majority of projects studied in detail, financing was arranged on a 
group basis and it was not possible to identify the precise origin of the capital 
used in those projects. For projects where specific financing had been arranged, 
examples were seen of specific mortgages for new hotels having been arranged 
with insurance companies once the hotel was established and examples were also 
seen of applications to the Board of Trade’s Hotel Loans Scheme. We have also 
seen one example of an extension financed by a mortgage on the building as a 
whole. We feel that, in view of the high proportion of lai;ge organisations 
included in the sample, to quantify the number of projects financed from these 
different sources would be misleading. 
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On page 49, examples are discussed of projects being either postponed or 
abandoned due to problems encountered in finding the necessary finance or to 
changes in the terms of finance offered. For projects that had been adopted we 
saw evidence of difficulties in raising finance being the cause of delay in two 
separate cases. Both of these cases involved smaller organisations and their 
difficulties were ultimately overcome. The attitudes of financial institutions 
towards proposals from hotel organisations are considered on pages 54 to 60. 

Acceptable levels of return on capital 

As regards the level of return on capital that is considered acceptable, an 
interesting feature emerged. The companies studied did not generally employ 
fixed thresholds of return on capital that had to be exceeded in all circumstances 
if a project was to be adopted. Instead, a flexible approach was used in assessing 
each individual project; normally the riskier the project was, the higher was the 
rate of return expected from it. However, for those companies which did adopt 
a more fixed threshold it was noticeable that the majority were companies with 
alternative opportunities for investment and the rate of return they required 
was, on the whole, significantly higher than that demanded by the specialist 
hotel companies. 

Rates of return on capital 

Methods of measuring return on capital We examined in a number of ways the 
rate of return on capital that was achieved or was expected to be achieved by the 
projects studied. First, we made calculations on the basis widely used in the 
industry (the ‘actual basis’), namely, the profit, before tax and after depreciation 
expected in the third year of operation, expressed as a percentage of the total 
original capital outlay. With this method, the rate of return was subject to the 
particular method of depreciating the assets employed by each individual com- 
pany. Where companies used a renewals basis, a depreciation charge was 
estimated in order to enable comparison of these companies’ results to be made 
with the results of companies using a depreciation basis. Secondly, return on 
capital was also calculated on the assumption that the land and the building shell 
were leased at a rate of 9 per cent per annum, this percentage being an estimate of 
current rates for sale and lease back arrangements with deferred rent review 
clauses. This assumption (the ‘common basis’) was made in order to provide a 
basis on which all projects could be broadly compared, irrespective of how the 
site and the building shell were actually financed. In both cases, the rates have 
been calculated, firstly, after taking investment allowances received into account 
and, secondly, without taking investment allowances into account. 

In order to have been able to compare the rates of return achieved on the new 
projects studied with the average rates of return achieved by manufacturing 
industries, the returns were also calculated on the basis of the profit in the third 
year (as defined above) as a percentage of the depreciated capital, that is, the 
original capital outlay net of three years’ depreciation. 

The drawbacks of these traditional measures of profitability are discussed on 
page 50. 

In addition, the results have been calculated on a discounted cash flow 
(d cf) basis, firstly, ignoring inflation and, secondly, assuming a steady rate of 
inflation at 3 per cent per annum compound throughout. In each of these cases, 
the estimated taxation charges were taken into account. 

The main reasons for making a calculation of return on capital in D c F terms 
were that : 
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(i) it eliminated differences in depreciation bases ; 

(ii) it reflected the value of profits over a large number of years rather than in 
one individual year ; 

(in) it took into account the timing of the profits earned ; 

(iv) it took account of losses or low profits in the first two years of operating. 
However, it should be pointed out that the D cf calculations employ arbitrary 
assumptions in certain cases as regards future profits and the future renewals of 
assets. However, the relative importance of these figures diminishes the more 
distant they are in the future when their accurancy is more suspect. A twenty- 
five year dcf base (with a residual value for the land and building shell arbi- 
trarily estimated at cost) has been employed to approximate to the average 
maximum life of plant and furniture purchased in the initial project although the 
cost of renewals has been incorporated in the cash flow in respect of those assets 
with lives of less than 25 years. It is felt that a longer base would not be justified 
due to the uncertainty associated with the future of the project beyond this 
period. 

For extensions and modernisations, the return has been calculated on the 
basis of the incremental profit earned by the capital invested. The incremental 
profit has been taken as the difference between the profit in a base year prior to 
the commencement of the scheme and the profit for the years after completion. 
No adjustments have been made for variations in prices. It should be recognised 
therefore that calculations for extensions and modernisations are not such 
precise calculations as those for new hotels. 

General reservations When considering the returns on capital discussed in 
the following paragraphs, it is important to bear in mind certain factors: 

<i) the size of the sample was small and the results may well be unrepresenta- 
tive, particularly in the case of groupings made up of a small number of projects ; 

(ii) while representative of past results, they should not be looked upon as a 
valid basis for judging prospective future results due to the fact that : 

(a) for a large number of the projects investment allowances were received; 
these are no longer available (the effect of this factor on median values is 
given in tables 13-16, on pages 44-45) and discussed on page 47 ; 

(b) future levels of building costs are uncertain ; 

(c) the future effects of inflation are uncertain; 

(iii) returns achieved on individual new investment projects are no guide to the 
overall return on capital employed within the industry. 

(iv) head office expenses and capital servicing costs were not included in the 
expenses when the profits were calculated. Exceptional profits, including profits 
as a result of vertical integration, have also been excluded ; 

(v) the inclusion of inflation at 3 per cent per annum should be looked upon as 
a general guide only as to what return would be achieved should inflation have 
the effect of steadily increasing profits (and asset renewal costs) at a uniform rate. 

Further reservations concerning the use of the rate of return on capital invest- 
ment as a criterion for assessing the attractiveness of individual projects are 
discussed on pages 46-47. 

Rates of return achieved by projects studied 
Tables of results The results of this review of the rates of return achieved by 
the projects studied are set out in tables 13to 16. 

Projects classified by location ( Table 13) This table indicates that the country 
and London hotel projects generally had higher returns than other types, with 
investments in resoit hotels achieving the lowest returns. It is felt that the sample 
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probably exaggerates the return on country hotels as a result of the inclusion of 
a number of very successful extensions. The median value of the profit (before 
head office expenses, capital servicing and taxation) to turnover ratio (expressed 
as a percentage) for each group is as follows: 



Resort 1 5 

Country 23 

Large Provincial Towns 12 

Other Provincial Towns 1 5 

London 21 



These figures indicate that both country and London hotels achieved a higher 
profit to turnover ratio than the other types of hotels, although the results for 
country hotels may have been distorted by the inclusion of the successful ex- 
tensions already mentioned. 

The figures shown by Table 13 appear to confirm in part the generally held 
view that, other than in the London area, hotel investment is not profitable, 
although the relative success of the country hotels may be surprising. Certainly, 
the low returns achieved in resort and large provincial town projects accords 
with what would be expected in hotels suffering from a pronounced peak in 
demand. 

Projects Classified by Size ( Table 13) This table indicates that, for the projects 
in the sample, no very great variations appear between smaller, medium sized 
and larger hotel projects. However, it should be borne in mind that the sample is 
small and (as shown on page 13) no new hotels of under 75 beds were included 
in the sample. Within the groups, wide variations in return occurred and the 
figures for the ‘up to 75 bed’ range included a number of very successful ex- 
tensions. 

Projects Classified by Price ( Table 14) This table again indicates no definite 
pattern. As shown in the breakdown of the sample on page 1 3 only one new hotel 
was included in the categories below 50s, and the other projects in these groups 
were all extensions or modernisations. Within the 51s to 75s price range new 
projects gave low returns on capital and the median reflects principally the good 
returns achieved by a number of successful extensions. 

Projects Classified by Type ( Table IS) This table indicates that, of the pro- 
jects studied, extensions were generally the most profitable type of investment and 
modernisations the least. New projects in London gave considerably higher 
returns than new projects elsewhere. 

The turnover to capital ratio and the profit (before head office expenses, 
capital servicing and taxation) to turnover ratio were compared for new projects 
(other than leased hotels) and extensions. The ratios in respect of extensions were 
calculated on the basis of the incremental turnover generated to the additional 
investment and the incremental profit to the incremental turnover. The results 
are shown by the following figures : 





New hotels % 


Extensions % 


Profit (as above) to turnover 
Median 


15-4 


22-1 


Turnover to capital 
Median 


42-3 


44-0 
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These figures indicate that a small difference exists between the turnover raising 
potential of the two types of investment and that extensions yield a higher ratio 
of profit to turnover than new projects. This latter effect is likely to be the result 
of extensions benefiting from the general facilities that are already available 
within the existing establishments. Consequently, the additional necessary 
overheads absorb a smaller proportion of the incremental revenue than in the 
case of new establishments. 



Table 13 Rate of return on capital: classification by geographical location 





3rd year basis 


Discounted cash flow basis 




With 

investment 

allowances 


Without 

investment 

allowances 


Uninflated 


Inflated at 3% pa. 




Actual Common 
basis basis 


Actual Common 
basis basis 


Actual Common 
basis basis 


Actual Common 
basis basis 


Median: 



Resort 


7-2 


6-2 


6-7 


5-4 


6-3 


6-5 


9-4 


* 


Country 


12*8 


16-8 


12-1 


14-9 


9-7 


13-1 


12-0 


16-0 


Large provincial 


7-6 


6-8 


7-0 


5-9 


7-6 


8-4 


10-1 


11-9 


Other provincial 
towns 


8-8 


8-4 


8-2 


7-1 


7-0 


8 0 


9-3 


10-8 


London 


13-3 


18-3 


12-4 


15-7 


10-8 


15-1 


13-0 


17-6 



* In these two tables, the rates of return span such a wide range that it is felt that the median values may be 
misleading. 



Table 14 Rate of return on capital: classification by number of beds 






3rd year basis 




Discounted cashflow basis 




With 

investment 

allowances 


Without 

investment 

allowances 


Uninflated 


Inflated at 3% pa. 




Actual 

basis 


Common 

basis 


Actual 

basis 


Common 

basis 


Actual 

basis 


Common 

basis 


Actual 

basis 


Common 

basis 


Median: 


















Up to 75 


10-5 


13-9 


10-0 


12-1 


7-0 


8-0 


9-9 


* 


76 to 150 


9 0 


8-9 


8-4 


8-0 


7-4 


8-4 


9-7 


11*5 


151 to 300 


8-6 


9-3 


8-1 


7-7 


7-5 


8-4 


9-8 


11-3 


Over 300 


10-2 


12-0 


9-5 


10-1 


7-0 


8-7 


9-7 


12-8 
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Table 15 Rate of return on capital: classification by price (bed and breakfast rate) 

3rd year basis Discounted cash flow basis 

With Without 

investment investment Uninflated Inflated at 3% pa. 

allowances allowances 





Actual 

basis 


Common 

basis 


Actual 

basis 


Common 

basis 


Actual 

basis 


Common 

basis 


Actual 

basis 


Common 

basis 


Median: 
Up to 40s 


10-9 


13-5 


10-3 


12-0 


8-4 


11-4 


11-3 


15-4 


41s to 50s 


8-7 


8-4 


8-3 


7-5 


6-9 


7*7 


9-3 


10-8 


51s to 75s 


9-0 


8-5 


8-4 


7-5 


7-1 


8-1 


10-0 


10-8 


76s to 100s 


9-7 


10-1 


9-2 


9-5 


7-4 


8-4 


9-2 


10-4 


Over 101s 


11-6 


14-3 


10-9 


12-4 


8-6 


10-3 


11-1 


13-7 



Notes 

1 For modernisations, the rates of return on the dcf basis span such a wide range that it is felt that no 
meaning can be attached to the figures. For the same reason, the rates for modernisations calculated on the 
third year basis should be treated with caution. 

2 For new projects the 3rd year figures are low by comparison with the figures on a dcf basis due 
principally to a slow build up of profits in the case of a few projects. 



Table 16 Rate of return on capital: classification by type (new project, extension or modernisation) 







3rd year basis 




Discounted cash flow basis 




With 

investment 

allowances 


Without 

investment 

allowances 


Uninflated 


Inflated at 3% pa. 




Actual 

basis 


Common 

basis 


Actual 

basis 


Common 

basis 


Actual 

basis 


Common 

basis 


Actual 

basis 


Common 

basis 


Median: 
New project 


8-8 


8-6 


8-4 


7-5 


7-4 


8-5 


9-9 


11-4 


Extension 


10-3 


12-4 


9-9 


11-3 


7-5 


9-6 


10-5 


14-4 


Modernisation 


5-9 


4-4 


5-4 


3-8 


- 


- 


- 


- 
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The above profit to turnover ratio achieved by new and extension projects can 
be compared with the figures derived by the University of Surrey’s Inter Hotel 
Comparison Survey 1966 which had a median value for the ratio (on the basis of 
profit before charging cost of occupancy, head office expenses and directors’ 
fees) of 14-3 percent. 

Adequacy of return 

The National Board for Prices and Incomes (pib) has published in its report 
‘Portland Cement Prices’ (Command 3381, August 1967) the following figures 
for the return on capital (based on replacement cost) earned by manufacturing 
industries in the years 1963 to 1965. 



We consider that the rates of return calculated on the basis described on page 
41 are comparable with the above rates of return in so far as the replacement cost 
of hotel assets in the third year of their life can be taken as equal to their original 
cost. This assumption will, if anything, tend to overstate the rates of return 
achieved by the projects. 

The median value of the rate of return achieved by new projects, calculated 
on the basis described on page 41, is 9-3 per cent. Although this figure must be 
treated with caution, it appears to be low in comparison with the figures calcu- 
lated by the pib. We feel that the factors determining the rates achieved on in- 
vestment in extension and modernisation projects make similar comparisons 
misleading. 

It must be appreciated, however, that these overall rates of return achieved in 
the past by industry as a whole do not constitute by themselves a valid guide to 
the target rate of return that should be sought from prospective investment pro- 
jects. 

First, the target rate of return for a particular project which represents an 
adequate return must be related to the risk involved. In our view the degree of 
risk varies according to a number of factors including principally : 

(i) the location of the hotel ; 

(ii) the type of hotel and risk of obsolescence. 

Secondly, the adequacy of the return is dependent upon the capital gearing of 
the investment. For example, for a hotel that is held on a rented basis (which is 
equivalent to the ‘common basis’ above) the capital investment may be in furni- 
ture, fittings and equipment only. For this type of investment a higher return 
would be required than for a fully owned hotel, where the investment is one in 
property and plant in addition to furniture, fittings and equipment. This is due 
principally to the greater susceptibility of profit on leased hotels to different 
market conditions. In addition it is due to the ability to use property to raise 
fixed interest loans, thus probably lowering the average cost of capital. 

The only real test of what represents an adequate return on capital is the 
willingness or otherwise of companies to invest in new projects. This is of parti- 
cular importance in the case of a hotel where the degree of risk that is considered 
acceptable is very closely related to the type of company concerned, its oppor- 
tunities to invest outside the industry and the location of the hotel. 

It follows from the above comments that the target rate of return for each 
individual project must be determined from an assessment of the relevant factors 
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1963 

1964 

1965 (estimated) 



10- 7% 
12 - 0 % 

11- 3% 
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in each case and it would be wrong to use a common target rate of return for 
each and every project. Furthermore as a matter of commercial prudence the 
target rate of return for a particular project must be higher than the average 
return achieved due to the fact that inevitably some project will fail to achieve the 
target. 

Effect of investment allowances 

If investment allowances had not been received on those projects in the sample 
completed before the allowances were discontinued, the rates of return on those 
projects would have been lower. The extent of the difference on the overall median 
values is shown by the figures in tables 13 to 16. The effect on the rates of return 
earned by the individual projects concerned depends on the circumstances of 
each case. However, on average the effect (as a percentage of the return calcu- 
lated after taking investment allowances into account) is as follows : 

(a) actual basis — a fall of 6-0 per cent. 

(b) common basis — a fall of 1 3 -0 per cent. 

Changes in Profitability 

As described on page 11, outline information was collected for a number of 
hotels where no substantial improvement project had been undertaken. The net 
profit to turnover ratio over a ten year period was converted into the form of 
index numbers based upon the average for the last three years. These were 
analysed on the basis of location but no discernible pattern emerged in any case 
other than for hotels in large provincial towns where a clear downturn was 
shown. The scattergraph for the last four years is shown in Chart 5. 



Chart 5 Net profit to turnover index numbers based on profits for the last 4 years 
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Abandonment and Modification of Projects 

General Whilst we were able to identify when projects had been abandoned or 
postponed, it proved impossible to distinguish between modifications arising 
from the normal planning process and modifications caused by the influence of 
external factors. 

From our general questionnaires we gained the impression that a general 
slowing down of investment (more than specific abandonment or postponement 
of projects) had occurred in recent years. However, five companies in the sample 
gave specific examples of abandoned or postponed projects and in three cases 
more than one project was involved. On the whole, the timing of projects is 
looked upon as a flexible matter and subject to amendment by general delays in 
the planning process and in obtaining permission to proceed from the various 
authorities concerned. 

Reasons for postponing or abandoning projects Companies with alternative 
interests formed the majority of those providing examples of projects specifically 
cancelled or postponed. It was noticeable that these companies were more 
influenced than specialist hotel companies by the effects of the withdrawal of 
investment allowances and the introduction of selective employment tax upon 
profitability. These companies also appeared to be more conscious of the alterna- 
tive use that could be made of the capital in other more attractive investments. 

We saw one example in which these fiscal factors had reduced the return on 
capital from an acceptable to an unacceptable level and in which they were the 
principal factors in the decision to abandon the project. Two projects were also 
studied where these factors contributed to the postponement of the projects. 
Cases occurred (one of which was studied in detail) where the main reason for 
abandonment was a hardening of attitude to what the company looked upon as 
an acceptable return on capital. This demonstrated a view which appeared to be 
commonly felt by the companies studied ; that of a general lack of confidence in 
the future profitability of specific types of hotel projects and a reluctance to take 
the risks involved. Two cases were also seen (both of which were studied in 
detail) where the withdrawal of offers of finance at acceptable rates of interest, as 
a result of credit restriction, caused postponement or abandonment. Two cases 
occurred (one of which was studied in detail) where postponement had been 
caused by difficulty in finding finance at a reasonable rate of interest. It is note- 
worthy that all of the detailed projects that were later abandoned or postponed, 
except one (which was a cancelled extension due to lack of development of the 
main hotel), were in provincial urban areas generally noted for low occupancy 
characteristics. 

In many of the projects more than one reason was quoted as causing post- 
ponement or abandonment. There was a general feeling, demonstrated particu- 
larly well in one case, of projects, which had originally offered only marginal 
profitability, having their attractiveness eroded by the effects of : 

(i) high interest rates ; 

(ii ) generally worsening economic conditions ; 

(iii) the combined effects of the withdrawal of investment allowances and the 
imposition of selective employment tax upon profits. 

A level occurred when the project lost priority to other more attractive invest- 
ments. 

Other Matters Affecting Investment 

Effect of Selective Employment Tax (set) Tariffs had been almost universally 
raised to recover wholly or partially the direct effects of selective employment 
48 



Printed image digitised by the University of Southampton Library Digitisation Unit 



tax. However, the companies studied were of the general opinion that the indirect 
effects of set had been absorbed by the companies themselves, thus reducing 
profits. In certain cases it was said that general increases in tariffs had taken into 
account the cost of set and it was not possible to say how much of these in- 
creases was in respect of set and how much was in respect of other increases in 
costs. 

The direct cost to hoteliers of selective employment tax shown by the detailed 
projects studied was generally in the region of 2 per cent to 3 per cent of turnover; 
we were unable to quantify the indirect effects of the tax. 

Withdrawal of Investment Allowances Approximately 70 per cent of com- 
panies interviewed stated that the most important effect of the withdrawal of 
investment allowances had been an increasingly detailed and more stringent 
view applied to capital budgets. About 45 per cent of companies said that this 
had been a major factor in causing them to slow down investment and spread 
out the programme of renewals. The investment allowance had approximated to 
a grant of 12 per cent (30 per cent allowance at 40 per cent corporation tax) on 
costs of interior assets, such as furnishings and furniture, both when originally 
installed and when renewed. 

Other Government Measures Other factors which were stressed by the com- 
panies studied as affecting investment were : 

(i) the effect of corporation tax in cutting the cash flow and making new equity 
issues prohibitively expensive as a means of raising capital ; 

(ii) the disallowance of most business entertainment expenses as a trading 
expense for tax purposes ; 

(iii) the building licence system had, particularly in the period immediately 
following its introduction, caused considerable delays in building ; examples were 
quoted of delays of nine months occurring as a result of this. 

Budgetary and Financial Control 

Techniques Employed for Evaluation The normal procedure, which was widely 
used, for evaluation of investment projects was as follows ; 

(i) the preparation of a more or less detailed market assessment (in terms of 
expected occupancy at specified tariff levels and expected restaurant and bar 
takings) and the preparation of estimates of running expenses ; 

(ii) the preparation of an estimate of the capital cost of the hotel; 

(iii) the preparation of a profit and loss account for the third year of operation 
(taking to be the year when development is complete and occupancy reaches its 
normal level) ; 

(iv) the calculation of the return on capital by taking the third year profit 
after depreciation but before tax as a percentage of the original capital cost. 

Developments of this technique used by a small number of companies were : 

(i) use of flexible forecasting related to occupancy rates whereby different rates 
of return were calculated for different occupancy levels ; 

(ii) use of discounted cash flow techniques (a number of companies were in the 
process of developing this method of evaluation). 

25 per cent of companies interviewed indicated that, for modernisations, 
forecasts were not usually made as the expenditure was looked upon as normal 
development expenditure. Isolated cases were seen where no detailed forecasts 
were prepared ; these were mainly for projects initiated some years ago although 
there were several more recent projects which had been undertaken purely on the 
grounds that experience had proved that the projects of the type concerned were 
assured of financial success. 
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Markets for investment projects were assessed on the whole by studying the 
existing establishments in the area in conjunction with studies of current and 
expected local economic conditions. About 40 per cent of companies interviewed 
stated that consultants were sometimes employed to make feasibility studies, 
particularly when the company had no knowledge of the area concerned. 

Only 25 per cent of companies interviewed included taxation in forecasts and 
this was largely confirmed by the detailed project questionnaires. 

The use of the conventional single year return on total capital invested has 
many disadvantages. These have been very adequately discussed in a number of 
publications including, in particular, the nedo publication Investment Ap- 
praisal. The main drawbacks of the conventional methods are: 

(i) the results are dependent upon the particular basis of depreciation employed 
and residual values are not taken into account ; 

(ii) in situations of initial trading losses and a slow build up of profits, a quite 
false impression of return on capital may be given. 

Incidence of Revision of Estimates We studied the incidence and degree of 
revision of capital estimates for the projects included in the sample. There were 
insufficient examples of revision of profit estimates for conclusions to be drawn. 
For the reasons given on page 51 the information available was limited. The 
results are shown in Table 17. 



Table 17 




New projects 


Extensions 


Modernisations 


Median value of first 
capital cost forecast 
as % of last forecast 


84 


86 


91 



In each of the project type groups, just under 50 per cent of the projects showed 
substantial differences between the initial and final forecasts of the capital cost. 
It appeared that modernisations could, in general, be forecast more accurately 
initially and were less subject to replanning or to the inclusion of additional 
work. The main reasons given for changes in the forecasts relating to new pro- 
jects were developments, in the normal course of events, to the original specifica- 
tion and additional work arising from the detailed planning of the project. For 
extensions, similar reasons to those applying to new projects were given. It was 
also found that extensions frequently gave rise to unforeseen but essential work 
which increased the cost. 

Differences between Actual Results and Forecast There was only a limited 
amount of information available on forecasts, both for capital costs and for 
profits, due, in certain cases, to information on the older projects not now being 
available and in other cases to no forecasts having been prepared. 

The difference between the final forecast and the actual result expressed as a 
percentage of the final forecast result was calculated for every project where 
details of forecasts were available. The median values are summarised in Table 1 8 . 



Table 18 Median values/ % 




Capital cost 


Profit 3rd year return 


New hotels 


102-0 


85-0 83-0 


Extensions 


106-0 


151-0 108-0 


Modernisations 


101-0 


— — 
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Insufficient profit forecasts were available for modernisations for meaningful 
figures to be prepared. 

These results would seem to indicate that extensions turned out to be more 
profitable than expected. They also seem to indicate that the final forecasts of 
capital costs for all projects were on the whole reasonably accurate. However, we 
have no means of assessing how close to the completion dates these final estimates 
were prepared. 

The reasons for differences between actual results and those forecasts were 
investigated. In the case of new projects, differences between the actual and fore- 
cast profits were attributed almost universally to levels of occupancy different 
from that expected, sometimes due to the build up of the demand being slower 
than expected. Variations in capital costs were attributed mainly to replanning 
or to additional work done. For extensions the same pattern for profit forecasts 
emerged and seemed merely to reflect over-cautious estimates of occupancy. 
Differences between the actual and forecast capital cost, in addition to changes 
caused by replanning, appeared to be caused by the incidence of unforeseen 
additional work which resulted in unanticipated expenditure. 

Because of the evolutionary nature of capital expenditure planning within 
most organisations, the differences between the forecast and actual capital costs 
and profits, caused by increased construction costs and changes in fiscal policy, 
were masked by changes in plan and other factors. Thus the effect, if any, of 
increased construction costs and changes in fiscal policy could not be isolated 
and quantified. 

Monitoring Capital Expenditure Comprehensive systems for monitoring 
capital expenditure were generally used. Tendering and fixed price contracts 
were used by some companies and more flexible arrangements by others. De- 
tailed annual capital budgets (and in some cases three yearly or even longer 
term forecasts) were widely used. Monthly reporting of expenditure against the 
budgeted cost was a widely used procedure as was a detailed review on comple- 
tion of the works. 

Monitoring Operating Results We were impressed by the wide use (over 60 
per cent of companies interviewed) of weekly management control statistics to 
monitor the results of hotel activities. Monthly management accounts were 
widely used and interim accounting employed in certain cases. 

Annual budgets were being increasingly used, usually of a fixed nature, al- 
though, in certain cases, more detailed systems of budgeting were employed. 
Ratio analysis was used by a minority of organisations, in certain cases in con- 
junction with inter-firm comparison (where obtained). 

Catering 

General 

The content of the sample has been described on page 13. The limited size of the 
sample together with the varied and fragmented nature of the industry should be 
borne in mind when considering the information presented. Our findings are 
described in broad terms. This is necessary due, primarily, to the small sample 
involved. Secondly, as with hotels, it is necessary to ensure that detailed informa- 
tion given in confidence remains unidentifiable. As before, the information 
included in these findings is based upon: 

(i) general information collected at an initial interview by means of a semi- 
structured questionnaire; 

(ii) detailed information collected by means of detailed questionnaire forms 
filled in by responding companies. 
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Considerations taken into account when making investment decisions 
Id broad terras the procedure for the initiation of a new project takes the follow- 
ing form : 

(i) a potentially suitable site is located ; 

(ii) an assessment is made of the market potential of the site and likely turnover 
achievable; 

(in) assessments are made of the capital costs and the operating expenses and 
thus the expected profits; 

(iv) a decision is made to reject or proceed with the project. 

We found that the principal consideration in the case of all projects was the 
finding of a suitable site for the type of establishment envisaged. There was 
general confidence that a good measure of profitability could be achieved from a 
good .site. However, the market was so susceptible to localised influem es that 
deciding how good a potential site was became effectively the key management 
decision. 

In some companies, we found that much new investment is initiated by a fall 
in the profitability of existing establishments. That is, if the turnover of a branch 
falls off, most companies studied would replan the type of decor and refurnish 
accordingly. Good sites are often difficult to obtain and companies appeared to 
be loath to give up sites even when the establishment showed an unprofitable 
record. 

We found that there was no general agreement in the companies sampled as to 
whether chain catering establishments represented a good or poor investment at 
the present time. It was generally felt that the period of economic restraint had 
had an effect; in some cases it was said to be marked while in other cases it was 
said to have had little effect at all. It was generally felt, however, that the current 
economic conditions had reduced the attractiveness of investment in this industry. 

We found that all the companies sampled were strongly aware of the highly 
competitive nature of the industry and the increase in competition in recent 
years. It was felt that this had also tended to make investment less attractive. 
Competition in an area was a major consideration when assessing the market 
potential of a site. 

Return on capital was looked upon universally as the main criterion for adopt- 
ing projects. However, the application of this criterion varied very widely from 
the assessment of return on a purely intuitive basis, employing rough rule of 
thumb methods, to the employment of a discounted cash flow evaluation. For 
those companies which calculated a return on capital in a methodical manner, a 
flexible approach to what constituted an acceptable return in any particular 
circumstances, rather than fixed thresholds, was employed, although there were 
generally absolute minimum levels which were looked upon as a base. 

The financing of projects was not generally looked upon as a constraining 
factor, except in cases of very rapid expansion. The larger organisations raised 
capital on a group basis by whatever method that was considered most satis- 
factory to the group. Catering is not so capital intensive as investment in hotels 
and, with returns on capital of successful operations being generally higher than 
in hotel operations, cash flow was generally looked upon as the principal form 
of financing new investment. In conditions of very rapid development, specialist 
catering organisations, who found their cash flow insufficient, have employed 
short to medium term loans. Leases were generally the only acceptable form of 
security they could provide. Bank overdraft facilities were utilised as far as 
possible. Other than that, money was sought from private sources or finance 
houses. 
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Main Reasons for Modifying or Abandoning Projects 

We saw no examples of any planned projects being abandoned or severely 
modified. However, certain companies indicated that closure was being con- 
sidered for a number of concerns in conditions of continuous losses and where 
attempts to refurbish had been unsuccessful. 

Generally, it was noticeable that with chain catering establishments profit- 
ability varied so widely that the less profitable ventures tended to be carried by 
the more profitable. While this practice was possible in conditions of a buoyant 
market, when the market generally declined, management became concerned 
over the question of whether the retention of loss making branches could still be 
justified. 

Return on Capital 

Our sample of projects gave widely varying returns on capital ranging from 
-40 per cent (loss) to 250 per cent (profit) (calculated on a single year basis). 
The size of the sample was so small and the range of results so wide that we feel 
that no detailed conclusions can be drawn and that median values would have 
no meaning. In our discussions with companies, instances were cited of quite 
exceptionally high rates of return on capital in some cases and substantial losses 
in others. This was due principally to the relatively low capital investment 
required in comparison with the potential turnover achievable. 

The measurement of return on capital for catering establishments is a com- 
plex problem. The return on capital in terms of a single year’s results as a pro- 
portion of total capital can give a false impression of the real return on the estab- 
lishment over its life in conditions of unstable profitability. The use of a dis- 
counted cash flow method would seem to be the only satisfactory technique for 
assessing return, although this is dependent upon what lives are assumed for the 
assets. For the projects studied in the sample, the return on capital was measured 
on the basis of a single year’s profit after depreciation as a proportion of the 
original capital invested and in dcf terms using 5 year and 10 year lives. On 
this latter basis, the results varied from negative results to over 100 per cent, but 
again we feel, for the reasons given earlier that no general conclusions can be 
drawn. 

OTHER MATTERS AFFECTING INVESTMENT 
Effects of the Period of Economic Restraint 

The wide variety of opinion expressed on the effect of the current economic 
conditions upon the market has been discussed on page 52. The best available 
statistics on this subject of variation in turnover are the Board of Trade monthly 
turnover indices. The monthly index numbers in money terms for the last four 
years are shown on the accompanying chart. It will be seen that this indicates a 
downturn in turnover in May, 1967, bringing the May index lower than the 
comparative figure for the previous year; the June index is the same as the previ- 
ous year. It will also be seen that monthly indices for the previous years, at least 
since 1964, have shown a consistent increase over the figures for preceding years. 

Selective Employment Tax 

Selective employment tax does not appear to have had a uniform effect on the 
companies included in the sample. Some companies had raised tariffs, although 
this was generally part of a general review of increased costs. Two companies 
said that strong market resistance had been felt and action had been taken to 
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attempt to correct this. Other companies indicated that it had had a marginal 
effect only on profits and had not affected management policy. 

Withdrawal of Investment Allowances 

No marked effect on policy was felt by the companies sampled as a result of the 
withdrawal of investment allowances. It was recognised throughout, however, 
that new investment and renewals had become more expensive. 

Luncheon Vouchers 

Companies with a substantial proportion of lunch business paid for in luncheon 
vouchers generally stated that they considered the tax limit on luncheon vouchers 
limited their sales. The limit of 3s per day as the maximum value of luncheon 
vouchers that can be granted to employees on a tax free basis has remained 
unchanged since the start of the luncheon voucher system in the post-war 
period. 

Budgetary and Financial Control 

Capital Expenditure Control of capital expenditure varied widely from detailed 
capital budgeting with long term forecasting to the maintenance of informal 
sanctioning procedures only. Generally there were no wide differences found 
between forecast capital expenditure and actual expenditure, although in many 
cases forecasts were not prepared. Normally the time span between planning and 
completion for projects of this nature is short and fixed price contracts are 
employed. 

Evaluation again varied from the use of a dcf system to no formalised fore- 
casting or evaluation at all. Between these, the most usual system appeared to be 
the preparation of forecast results for one year and the calculation of return 
on capital in terms of profit after depreciation but before tax as a percentage of 
the total capital investment. 

Operating Results The reporting of actual results was generally compre- 
hensively covered. There appeared to be an almost universal use of weekly 
reporting of control statistics of, for example, turnover and wages. Management 
accounts were usually prepared on a monthly (or 4/5 weekly) basis, although 
examples were seen of the use of weekly management accounts and full quarterly 
and half yearly interim accounts. 

Use of comparative figures for controlling operating results varied from com- 
parisons with the previous year to using detailed annual budgets which formed 
an integral part of the monthly management accounting system. 

Sources of finance 

Main sources 

Our study of companies and projects included in the study indicated the principal 
sources of finance used by hotels and large scale catering establishments were as 
follows : 

(i) large public companies with other interests generally financed their develop- 
ments on a group basis, although examples have been seen of larger companies 
using specific mortgages to finance development; 

(ii) specialist hotel companies financed their development by means of cash 
flow so far as they are able and then by means of mortgage debentures and further 
public issues. Bridging finance was generally used to cover the initial stages of 
development of new hotels until these were sufficiently established for charging 
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Chart 6 Index Numbers of Turnover: Restaurants, Cafes etc and Fish and Chip Shops. Weekly average 
1964 — 100 . 




Jan Feb Mar Apr May June July Aug Sept Oct Nov Dec 
Source: Board of Trade 
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as a security either for a debenture or for some other form of mortgage. We have 
also seen examples of specific mortgaging being used by the larger organisations ; 

(iii) the smaller hotel organisations raised finance by specific mortgages or 
bank overdraft facilities. Bank overdraft facilities were widely used by seasonal 
hotels to finance the operations during the off peak season; 

(iv) large scale catering organisations generally raised finance on a group basis 
from a variety of sources, although cash flow formed the major source of new 
finance for profitable organisations. 

As stated on page 14 our sample covered merchant banks, joint stock banks, 
insurance companies, industrial bankers and Industrial and Commercial Finance 
Corporation, Finance Corporation for Industry and the Board of Trade’s Hotel 
Loans Scheme. The sources of finance are highly fragmented and tend to be 
individualistic in their attitudes towards different industries. Nevertheless, we 
feel that our sample was sufficient for us to form a view as to their attitudes 
generally and our findings are discussed in the remainder of this section. 

General 

In general, financial institutions were in universal agreement that hotels repre- 
sented a poor security to a lender. This was principally because: 

(i) hotels were purpose-built buildings with little immediate alternative use and 
thus their value was in many cases dependent upon the profitability of the opera- 
tion and therefore subject to the moods of the market and the standard of man- 
agement of the operation. Historically, hotels had proved a poor risk to lenders 
as a result of this ; 

(ii) the view was widely held that the hotel industry is so market sensitive that 
profitability in both the long and the short term is suspect. 

Joint Stock Banks 

Both banks approached expressed the view that they were generally not un- 
willing to make available loans to hoteliers, even extending to the medium term. 
Large scale catering organisations were also not looked upon unfavourably. 
However, lending was entirely dependent upon the financial standing and past 
management record of the individual organisation concerned and what security 
could be provided. It was necessary, also, for the bank to satisfy itself that loans 
could be adequately serviced. The main reasons for refusal were an insufficiently 
sound record or an insufficient proportion of capital from other sources. 

Generally, the terms under which advances were made did not differ from loans 
made to other industries. However, the limited alternative value of the hotel 
building made it necessary to restrict loans to approximately 50 per cent of the 
assessed value of the security. One bank expressed a preference for a general 
debenture as security to facilitate the carrying on of the business by a receiver 
if defaults should occur. Catering organisations would normally be restricted to 
bank overdrafts for working capital unless substantial outside security was 
available. Generally, they found that the provision of security tended to be a 
problem for catering organisations. 

The likelihood of success of an application for a loan was entirely dependent 
upon the particular circumstances surrounding the application and it was not 
possible to lay down any general rules. 

The banks’ attitudes towards the hotel and catering industry have generally 
not altered over the years. However, the joint stock banks in particular were 
constrained by the terms set out in the Governor of the Bank of England’s letter 
to the Chairman of the Committee of London clearing banks of December 1964 
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(page 35) which suggested that loans should not be made for building and 
property development except where directly related to productive manufacturing 
investment. This is qualified by the statement that the fullest possible facilities 
should be given to exports and that banks should have full regard to the aims of 
hm Government on regional development. Hotels and catering establishments 
are classified as a service industry for this purpose. 

As regards the types of project likely to be favourably or unfavourably re- 
ceived, both banks stated that they would not normally finance new projects 
other than on a bridging basis and then only with adequate security, except in 
exceptional circumstances. Their normal business would be for loans to cover 
extensions and modernisations. Generally modernisations on a piecemeal basis 
year by year were preferred. 

Both banks expressed the opinion that seasonal hotels particularly, which 
depended upon bridging finance over the winter months, had been affected by 
the credit squeeze conditions. The low priority of hotels resulted in bankers 
being obliged to restrict this type of lending. They were of the opinion that this 
fact had probably resulted in investment programmes being postponed. 

Merchant Banks 

Merchant banks generally dealt with the larger organisations. They could be 
approached for a number of different reasons, in particular : 

(i) to act as financial advisers and intermediaries for a public issue ; 

(ii) to act as intermediaries for a private placing of debentures ; 

(iii) to act as bankers for short term finance 

In exceptional circumstances, merchant bankers might provide medium term 
finance but this would normally be related to some form of equity participation. 

Merchant bankers generally expressed similar views to joint stock bankers as 
to the necessity for a satisfactory security and the difficulties inherent in hotel 
property as security. Mortgage debentures would normally be on the basis of 
being covered for capital and earnings upwards of 2 to 2 i times of the nominal 
value of, and interest payable on, the debentures. There was no difference in 
rates of interest between the hotel and catering industry and other industries 
except where special circumstances required a higher rate, for example, in the 
case of catering establishments having only a floating charge to offer as security. 
There was general agreement that their criteria and the conditions under which 
loans were made, by comparison with other industries, had not altered in recent 
years except as a result of the credit squeeze. This had adversely affected lending 
for property investment, apart from in the circumstances set out earlier on page 
56 as loans made for property development had been accorded a low priority. 

Insurance Companies 

Apart from Industrial and Commercial Finance Corporation, the insurance 
companies were the main type of financial institution looking upon long term 
lending as their normal form of business. Long term finance is the natural require- 
ment of a hotel as a result of the slow payback involved. 

Two insurance companies made it clear that their policy was not to make any 
loans on the basis of a hotel security. The remainder stated that this was also 
their general rule although, in exceptional circumstances, they might be pre- 
pared to make advances although this depended entirely upon the organisation 
concerned. 

This policy was due to the inability to provide a satisfactory security for long 
term lending of trustee or quasi-trustee funds. The reasons were those set out 
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earlier on page 56 which applied generally to all lenders. However, in the case of 
insurance companies, it was clear that they were particularly conscious of the 
long term value of the security provided. 

There were no special provisions as to rates of interest required when loans 
were granted other than this was governed by the degree of security. The loan 
would not normally exceed 50 per cent of the value of the building on its own, 
excluding the furniture and fittings contained within it. 

Sale and lease back arrangements were looked upon in the same way as loans. 
However, generally, the long term ownership of the property tended to increase 
the risk involved and rates would normally be rather higher. 

No great distinction appeared to be drawn between new hotels, extensions and 
modernisations. Nevertheless, it seemed that a hotel in the course of construc- 
tion would not normally be accepted as security for a mortgage. 

Catering organisations would not be granted loans other than in quite excep- 
tional circumstances. Their requirement was not normally for long term finance 
and they were usually unable to provide sufficient security. 

Industrial Bankers 

The industrial banking organisation approached stated that their main busi- 
ness, as far as the hotel and catering industry was concerned, was in making 
loans for refurnishing and re-equipping. A considerable proportion of their 
current business was in this type of loan. On the whole the lending record had 
been good and they were not averse to loans of this nature. This type of business 
was expanding. 

Normally the loans were on an unsecured basis, though in certain cases leases 
or directors’ guarantees were taken as security. The rate of interest charged was 
high reflecting the lack of security, the current rate being approximately the 
equivalent of 13 per cent per annum. 

Loans were not made on other than a short term basis and investment in 
buildings was not normally financed. The circumstances surrounding this type 
of lending were: 

(i) organisations subject to seasonal fluctuations in trade would normally be 
avoided ; 

(ii) loans would not be made to other than experienced managements who 
could demonstrate a history of successful operations; 

(iii) the loan would be only up to one third of the capital cost of the assets 
concerned ; 

(iv) where there was a residual value, this would form the security, for ex- 
ample, catering equipment would normally be on a hire purchase basis. 

Finance Corporation for Industry 

The Finance Corporation for Industry (fci) were concerned with medium term 
finance for the larger industrial organisations. Hotel and catering investment did 
not fall naturally within their province. However, rare occasions had arisen 
where applications had been made by large companies seeking funds, but the 
loan required was for too long a period and in fact no loans have been made for 
hotel and catering investment. 

The fci were constrained like all lenders to carefully review applications to 
ensure they fell within the terms of the current credit restrictions. 

Industrial and Commercial Finance Corporation 

The Industrial and Commercial Finance Corporation (icfc) gave a general 
impression of being well disposed towards the hotel and catering industry and 
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willing to lend long term to the industry. However, their initial upper limit on 
new customers is £300,000 and they are thus concerned mainly with the smaller 
organisations. Their principal requirements are the normal lenders’ criteria of : 

(i) the ability to service the loan comfortably ; 

(ii) a clear opportunity for the additional capital to earn a good return; 

(iii) security 

A detailed assessment of the company and its management was normally 
made. The area in which it was situated was looked upon as an important 
factor in making this assessment. Hotels with a marked seasonal trade were not 
looked upon as a good risk. 

When a loan was made it would normally be made on the basis of a ‘going 
concern’ valuation made by a surveyor. Loans would normally be up to about 
50 per cent of the value but, on occasions higher amounts had been lent. It was 
not unusual for the terms of the loan to include a right to convert part of the 
loan into an equity interest and the right to appoint a director was sought in 
certain cases. 

icfc were conscious of the constraint applied by current credit restraint 
conditions. A detailed assessment was made of the foreign currency earning 
potential of hotels to see whether it was felt that they would satisfy the require- 
ments, unless it was situated in a development area and therefore qualified for 
priority on this count. 

Board of Trade Hotel Loan Scheme 

We have also discussed the operation of this scheme with the secretary. The 
terms of this scheme are described on pages 35 and 36. 

The criteria adopted before a loan is made appear to be very similar to the 
criteria generally applied by other lenders in current circumstances. In addition, 
it is necessary for the project to satisfy the conditions specifically laid down in 
the scheme as described earlier. 

We were informed that up to 19 June 1967, 83 applications for loans totalling 
£7-7 million had been received. Of these, approximately 40 had been rejected 
either before or at the stage of assessing whether the project met the criteria on 
overseas visitors. 4 projects had reached the final consideration stage of which 2 
had been rejected and 2 accepted (to the value of £380,000 in loans). The remain- 
ing applications were still under consideration. 

When the scheme was discussed with hoteliers, the main points made were : 

(i) that the proportion of the total investment that could be borrowed under 
this scheme was not high enough to enable the rapid development of a number 
of hotels by the company to take place ; 

(ii) that the 15 year repayment period was only achievable out of profits in the 
case of exceptionally profitable hotels ; 

(iii) that the process for sanctioning the loans took time and for this type of 
investment a quick decision on availability of finance was required. 

Rates of Interest 

It is difficult to draw any general conclusions on the rates of interest charged. 
Rates of interest were related basically to bank rate and, in addition, financial 
institutions generally related the rate asked to their assessment of the risk in- 
volved. Joint Stock Banks would normally lend at about 1 per cent to 1+ per 
cent above bank rate with some minimum limit. Long term loans would be 
unlikely to be below about 7J per cent to 8 per cent and might be substantially 
higher. In the course of investigating detailed projects, cases came to light of 
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interest rates of up to 12 per cent being quoted for medium to long term loans. 
Sale and lease back rates would tend to be higher than rates charged for normal 
secured long term loans, and are currently in the region of at least 8 per cent to 
9 per cent, depending upon the rent review basis. In certain cases merchant 
bankers tended to seek some form of participation when making loans, and rates 
asked could be high if security was poor. 
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Appendix A Description of the model hotel 



This appendix sets out in detail the expected costs and results of a hypothetical 
hotel investment which has been employed in this report to demonstrate certain 
features of hotel investment. The figures have been prepared with the assistance 
of a person in the industry with very considerable experience of new hotel 
development. While not based on any particular venture, the figures are thought 
to be representative of actual results achieved. Round figures have been em- 
ployed for convenience and simplicity. 

1 General specifications 

The general situation of the project’s site and its environment are very favourable 
from the profit making point of view. The site is assumed to be a good one on the 
outskirts of a large provincial town convenient to the main trunk routes. Good 
casual restaurant trade and additional catering business from small functions is 
anticipated. It is assumed that initially there will be a high proportion of single 
occupancy but the location is such that a substantial build up of double occu- 
pancy can be expected. 

The facilities to be offered are 100 bedrooms, all with private bathroom, 30 
of them single and 70 double rooms. There is a formal restaurant, a coffee shop 
and two small private dining rooms. The tariff is a room rate (without breakfast) 
of £3 single and £4 double. 

2 Financial details 



Forecast capital outlay: 




£ 


£ 


£ 


Land and building shell 






260,000 




Interior facilities, equipment and furnishings: 








Expected asset 


Proportion of 








Lives 


Total 








25 years 


24-0% 


55,200 






20 years 


23-0% 


52,900 






15 years 


23-0% 


52,900 






10 years 


23-0% 


52,900 






5 years 


6-5% 


14,900 






3 years 


0-5% 


1,200 








100-0% 




230,000 


490,000 


Working capital 








10,000 


Total forecast capital outlay 






£500,000 


Annual depreciation: (straight line basis) 


£ 






25 year assets 




2,200 






20 year assets 




2,600 






15 year assets 




3,500 






10 year assets 




5,300 






5 year assets 




3,000 






3 year assets 




400 










£17,000 
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Forecast operating results: 












OPTIMISTIC 






Year 1 


Year 2 


Year 3 


Room occupancy 


60% 


70% 


75% 


Proportion of rooms let as doubles 


1 in 4 


1 in 3 


1 in 2 


Bed occupancy 


44% 


55% 


66% 


% of maximum room revenue 


53% 


62% 


71% 


Average room rate per visitor night 
Sleepers per average day 


£2 12s. Od. 


£2 10s Od 


£2 6s 6d 


at single rate 


45 


46 


37 


at double rate 


30 


46 


76 












75 


92 


113 






= — ■■ = 


— 




£’000 


£’000 


£’000 


Turnover 








Rooms 


71-2 


83-9 


95-9 


Restaurant 


68-6 


99-2 


110-2 


Bar 


34-3 


49-6 


55-1 










Total 

Gross Profits: 


174 1 


232-7 


261-2 


Rooms 


71-2 


83-9 


95-9 


Restaurant 


41-1 


59-4 


66-0 


Bar 


15-4 


22-3 


24-8 


Total 


127-7 


165-6 


186-7 


Wages 


50-7 


53-2 


54-3 


Profit after wages 


77-0 


112-4 


132-4 


Other operating and overhead expenses 

Special publicity, pre-operating expenses, promotion etc. in 


37 -6 


40-5 


42-6 


first year (presuming not capitalised) 


15-0 


— 


— 


Profit/(Loss) before depreciation, capital servicing and tax- 








ation 


24-4 


71-9 


89-8 


Depreciation 


17-0 


17-0 


17-0 


Profit/(Loss) before capital servicing and taxation 


7-4 


54-9 


72-8 


Profit/(Loss) as above as a percentage of the full capital out- 


~ J ~ 1 " 


=— 




lay of £500,000 


1-5% 


11-0% 


14-6% 


If on a leased basis 




1 ' 




Rent on Land and Building Shell at 9 % on £260,000 


23-4 


23-4 


23-4 


Profit/(Loss) after rent but before taxation and capital servic- 






— 


ing on remainder of capital 


(16-0) 


31-5 


49-4 


Profit/ (Loss) as above as a percentage of the remaining capital 






===== 


outlay of £240,000 


(6-7%) 


13-1% 


20-6% 
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continued 



Year 1 


MOST PROBABLE 
Year 2 


Year 3 


Year 1 


PESSIMISTIC 
Year 2 


Year 3 


55% 


65% 


70% 


50% 


55% 


60% 


1 in 4 


1 in 3 


1 in 2 


1 in 4 


1 in 3 


1 in 2 


«% 


51% 


62% 


37% 


43% 


53% 


48% 


59% 


66% 


44% 


49% 


57% 


£2 12s Od 


£2 10s Od 


£2 6s 6d 


£2 12s Od 


£2 10s Od 


£2 6s 6d 


41 


43 


35 


37 


37 


30 


28 


44 


70 


26 


36 


60 


69 


87 


105 


63 


73 


90 


£’000 


£’000 


£’000 


£’000 


£’000 


£’000 


65-3 


79-1 


89-4 


59-4 


66-7 


76-6 


63-9 


93-1 


102-9 


56-2 


79-1 


87-9 


31-7 


46-3 


51-4 


28-1 


39-8 


43-8 


160-9 


218-5 


243-7 


143-7 


185 6 


208-3 


65-3 


79-1 


89-4 


59-4 


66-7 


76-6 


38-3 


55-8 


61-6 


33-7 


47-4 


52-9 


14-2 


20-8 


23-0 


12-7 


17-9 


19-7 


1178 


155-7 


174-0 


105-8 


132-0 


149-2 


50-0 


52-5 


53-6 


49-3 


51-0 


52-2 


67-8 


103-2 


120-4 


56-5 


81-0 


97-0 


37-5 


40-1 


42-3 


37-2 


39-8 


41-9 


15-0 


- 


- 


15-0 


— 


— 


15-3 


63-1 


78-1 


4-3 


41-2 


55-1 


17-0 


17-0 


17-0 


17-0 


17-0 


17-0 


(1-7) 


46-1 


61-1 


(12-7) 


24-2 


38-1 


(0-3%) 


9-2% 


12-2% 


(2'5%) 


4-8 


7'6% 


23-4 


23-4 


23-4 


23-4 


23-4 


23-4 


(25-1) 


22-7 


37-7 


(36-1) 


0-8 


14-7 


(10-5%) 


9-5% 


15-7% 


(150%) 


0-3% 


6-1% 
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Appendix B Definition of Terms used in the Report 



Projects 

The definitions applied to ‘new project’, ‘modernisation’ and ‘extension’ were as 
follows: 



New project 

A project which involved the construction of an establishment newly built 
throughout ; 



Extension 

A project which involved the construction of an additional new building to 
extend the facilities of an original establishment. This may have been the sole 
alteration to the original establishment or part of a scheme involving alterations 
or modernisation to the original establishment; 



Modernisation 

A project which involved the partial or total modernisation of an establishment 
by alterations to the interior facilities to bring it up to a higher standard than the 
original establishment. Modernisation projects excluded those projects which 
involved the building of extensions to the building shell. 

In practice a number of cases arose where the project for extension was part 
of the general scheme of modernisation of the whole hotel. Where it was clear 
that the project was primarily one of modernisation and the degree of extension 
of the building shell was of a minor nature, the project was classified as a 
modernisation. 

Categories of Accommodation 

Size 

The size category has been taken as the total number of beds available in the 
hotel. Double rooms have been counted as two beds though it should be recog- 
nised that many modem hotels tend to be built on the basis of a very high pro- 
portion of double rooms. This is normally due to the small differential in capital 
cost between a single and double room. However, in these cases a large pro- 
portion of the rooms are let as single rooms for a substantial proportion of the 
time. 



free 

The price categories were arrived at by taking the minimum single room bed and 
breakfast price (in the high season, where applicable). Where all rooms were 
fitted with a private bathroom or shower, the minimum single rate price, in- 
clusive of the private bathroom or shower facilities, was used. It is possible that 
certain hotels with mixed standards of rooms and widely varying tariff levels may 
have tended to have been classified lower than the standard of facilities offered 
might suggest. However, it is considered that this has not materially affected the 
findings of the study. Where a hotel charged separately for bed and breakfast, 
a charge for breakfast was added to the bed tariff. No projects were available 
which charged a single room bed and breakfast tariff rate below 30s. 
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Location 

In the case of the location categories, the distinction drawn between the resort, 
country, large provincial town and other provincial town classifications has 
been largely arbitrary, particularly in the case of situations which have a dual 
resort and provincial town characteristic. Generally, those classified as resort 
hotels are not those associated with provincial towns. However, many of the 
hotels in the ‘large provincial town’, ‘other provincial town’ and ‘London’ 
classification may include a high tourist element in their customers. Hotels on 
the outskirts of or serving urban centres have been classified as part of that urban 
centre, although it was appreciated that the market characteristics of this type 
of hotel, as compared with the hotels at the urban centre, may be very different. 

Rates of Return on Capital' 

Three methods of determining rates of return on capital employed for the 
investment projects studied were used : 

Actual Basis 2 

Profit before tax and after depreciation in the third year of operation as a 
percentage of the total original outlay. 

Common Basis 2 

The rate is calculated as for the actual basis except for the assumption that the 
land and building shell were leased at a rate of 9 per cent per annum. 

Discounted Cash Flow 1 

This method assumes a 25 year base (with residual value for the land and build- 
ing shell estimated at cost). Taxation charges are taken into account. 

Notes : 

'These rates are used in tables 13-16 on pages 44-45 and explained in full on 
pages 41-42 

2 Shown with and without investment allowances 

^The figures shown in tables 13-16 are given without inflation and also assuming 
inflation at 3 per cent per annum compound throughout the 25 years. 
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Foreword 



by Sir William Swallow 
Chairman, 

Economic Development Committee 
for Hotels and Catering 

Over the next decade the demand for hotel and catering services will expand 
greatly and the industry’s future size and prosperity and the extent to which it 
can meet this growing demand will be determined largely by the rate of return 
on capital employed in the investment required. 

In this booklet we publish an investment study carried out for the Hotel and 
Catering edc by Cooper Brothers & Co. The report shows that the rates of 
return on 56 new hotel investment projects in recent years were low compared 
with rates earned on investment in manufacturing industry. The edc has con- 
cluded that at present rates of return on capital it is unlikely that much of the 
additional hotel capacity required to meet future demand over the next decade 
will be forthcoming. 

In this booklet we have posed the question whether it matters from the 
national economic point of view if there is a shortage of hotel accommodation. 
We believe there are three main reasons why it does matter. First, if we are 
unable to accommodate all the foreign visitors who wish to come to Britain we 
shall fail to earn much needed foreign currency. Secondly, British holiday- 
makers will have little inducement to spend their holidays in British hotels if 
their facilities and prices compare unfavourably with those of foreign com- 
petitors. Thirdly, the hotel industry has an important role to perform in meeting 
the needs of the business community and in contributing to regional economic 
and social development. 

We set out in Section 2 the views we have submitted to the Government for 
further assistance to hotel development. We believe that action on the lines we 
have recommended would do much to restore confidence in hotel investment. 
There is a need for rapid decision on these matters if economic opportunities 
are not to be wasted. 
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Investment in Hotels and Catering is 
the fifth publication* of the 
Hotel and Catering edc 

The investment study report by Cooper Brothers & Co 
reproduced in this booklet was conceived by the 
Economic and Finance Working Group of the edc 
under the Chairmanship of Mr E D Croft, mbe 

*Other publications are: 

Your Market — available free from the 
National Economic Development Office 
Visitors to Britain— HMSO 3s 6d net 
Your Manpower — HMSO 5s net 
More Hotels? — nedo 4s net 
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